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PREFACE

This volume is a sequel to Economic Policy and Inflation in the Sixties,
a collection of studies begun in 1970 and published by the American
Enterprise Institute in April 1972, In addition to concerning itself
with the antecedents of the problems faced in 1970-71, the first
volume attempted to evaluate the policies that were adopted during
the period in which our studies were being written. The present
volume continues our survey and cvaluation through the spring of
1673, again taking account of the antecedents that are relevant to
the analysis of the more recent period.

Somewhere between the time when our first volume was pub-
lished and the present, chances appeared to be good that the rate
of inflation would be reduced to a very moderate level at adequate
rates of resource utilization. In my appraisal, explained in the last
of the five studies in this volume, this had to do with the fact that
until some time in 1972 it could be hoped that expansionary policies
resulting with a lag in significant overshooting would be avoided.
However, perhaps mainly under the influence of strong criticism
voiced by their opponents, policy makers grew impatient and adopted
a course that became, after a while, one of substantial overexpansion.

By the early part of 1973 inflation flared anew, and only
partly because of adverse factors—hopefully temporary ones—affect-
ing the supply side of raw-material markets. In good part we
are now confronted with the consequences of overambitious expan-
sionary policies against which a fair number of economists, including
members of our group, have been warning policy makers for several
years. The dangerous tendency to overexpand demand and then to
try to suppress the symptoms by methods of direct control—methods
that weaken the incentive to adjust supplies to demand—seems
exceedingly difficult to fight.

ERIC
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WILTIAM G ELINER

To me this belongs among the most disturbing experiences of
recent times, However, on no matter should 1T speak here for the
group o5 a2 whole, not even on matters regarding which 1T would
eapect similarity of views. On <ome of the problems discussed in
the present volume the reader will be ottered a tair degree ot diversity
of opinion, and | hope he will tind this as retreshing as we did in
our meetings.

I am happy to be able to note that this time Professor Gottfried
Haberler has participated in our joint ettort with a paper on th
international aspedts of the intlation problem. Drotessor Thor
Gale Moore, who wrote a study for our earlier volume, has be.
engaged in other rescarch, partly also undertaken for the American
Enterprise Institute, and he is not among the contributors to the
present volume, Professors Cagan, Estey, MoLure and | have con-
tributed to both volumes.

William Fellner
Project director
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CONTROLS AND
MONETARY POLICY, 1969-1973

Phillip Cagan

Price controls joere origimaliy imposed in mid-1971. The
vatiornale dces to contain the inflation wohile stronger
monctary and fiscal policies qoere 1o specd the recovery
and restore il omplowment. The caperience of 197172
convineed the general public of the effectivencss of con-
trols, and the mation returned to them, after the brict
respite of Phase 1, wohion prices eaploded in 1973, Con-
trols are Likely 1o remain a serious option of policy in the
tritiire.

The iterpretation of recent events presented here s
that the public’s faith in controls is misdirected, They
appearcd to work carlicr only because markets were slack;
and they tailed to stop the price eaplosion in carly 1973,
not becanse Phase 11 controls weere too zm-‘zk, but because
the monetary authoritics, lulled by copfidence in the effec-
tiveness of controls, tolloiced an overcapansive monetary
policy that pue Tied the economy to capacity levels of opera-
trov it dop speed. The neie vound of straitiacket controls
will not weork agiainst the resulting outbreak of demanid-
pudl intlation, selicl can only be subdued by moneta y
restriaing,

Introduction

During the first half of 1973 pric2s erupted in one of the strongest
bursts of peacetime inflation in U.Z, history. The skyrocketing prices
of foods brought housewives out ii. angry protest. The most spectac-
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PHILLIP CAGAN

ular increases reflected special supply ronditions in basic commodities
and *he devaluations of the dollar, which raised the domestic prices
of goods traded in world markets. Since sharp increases also occurred
broadly among prices of manufactured goods, however, it was svident
that the brisk expansion of aggregate demand had unleasheu 1 new
round of demand-pull inflation. These pressures cannot be quelled
by price controls which merely suppress the immediate svmptoms of
inflation without changing the underlyving demand and supply condi-
tions.

The new outburst was a disappointing setback, to say the least,
to the three-year struggle against inflation. The application of mone-
tary restraint in 1909 precipitated a recession in 1970, Recovery was
slow. and matkets remained slack during 1971 and much of 1972;
still evidence of progress against inflation was slow to appear. In
the half decade since its ornset in 1965, the inflation had built up a
momentum due to corcinual adjustments of prices to past cost
increases and anticipations of future increases. The momentum kept
prices rising in the face of slack demand. Nevertheless, during 1971
and 1972, the inflation slowly subsided while business activity grad-
ually recovered. Then, after mid-1972, as the economy apyrroached
full capacity, storm clouds appeared in tightening commodity mar-
kets. Yet monetary policy continued to support a strong business
expansion, which by then had attained boom diraensions. In early
1973 the economy plunged headlong into demand-pull inflation.

The public attributed the earlier cooling of inflation to the
Phase | and I controls and its resurgence to relaxation of controls
under Phase 1], The administration, which had sought to disengage
from the labyrinth of controls by abandoning mandatory guidelines
under Phase llI, bowed to political expediency in mid-1973 and
announ od another cycle of a freeze and a follow-up program of
controls. Problems of scarcity and cost-price disparities immediately
arose, indicating the kind of difficulties the new program faces
because the slack markets that made Phase | and 1] relatively innoc-
uous have become tight. Controls presuppose that the demands and
supply costs of different products maintain uniform relationships
over time, so that all prices can be allowed the same increase, whereas
inflationary conditions disrupt such uniformities.

Despite the inequities and inefficiencies of controls, the general
public still finds them mcre appealing than open inflation. Until
monetary policy can subdue the inflationary pressures, controls in
some form are likely to straddle the economy. The danger in this
prospect is that controls divert attention from monetary policy and



CONTROL® AND MONETARY POLICY

may sncourage a postponement ot the restraint which is necessary
to curb inflation. This was the tragic outcome of the overly expansive
monetary policy under Phase 1L ‘

The nation needs to take a hard look at the real effectiveness
and consequences of price controls,  The assessment made  here
reviews the progress of anti-inflation policies since 1909, the events
that led to the imposition of controls in 1971, the subsequent
accomplishments of controls. and the response and contribution of
monetary policy to these developments.

Progress in Curbing the Inflation before Controls

The Recession of 1970, At the end of 1008, the inflation that had
begun in 1905 was still gaining strength, despite attempts to curb it
with monetary restraint in 190 and a tan surcharge in 1968, The
Republican administration that took oftice in early 1909 committed
itselt to winding down the inflation. The growth in federal expendi-
tures was pared and monetary growth was cut from a too-high
T pereent in 1908 to 3 percent in 1909, The reduction in monetary
growth was particularly severe in the second half of 1969 and
eftectively restrained aggregate demand,

The architects of this policy realized that inflation could not be
curbed without temporarily raising unemplovment higher than it need
he in the long run. The basic strategy was to fight inflation with
mild dose of escess productive capacity. The slowdown in business
activity was to be moderate, not a full-fledged recession, Once the
inflation came under vontrol, policy could allow output to return to
full capacity and thereafter would guide it along a growth path of full
emplovment and general price stability. In the widely quoted phrase
of the time, to prove embarrassingly apt later, this was to be a policy
of “gradualism.”

Economists had already been debating whether full employment
and price stability were compatible, Some argued that an inflationary
bias in the economy necessitated rising prices at high employment
so that, unfortunately, only some permanent level of unemployment
could maintain price stability. Others argued that in the long run the
level of unemployment was not changed by the rate of inflation. But
the debate did not immediately aHect the policy decisions of early
1909, Consumer prices were rising by more than 6 percent a year,
and the cconomy was operating at full capacity, Whether or not
there was a long-run trade-off between inemployment and price
inflation, few believed that the 1969 co.nbination could not be

3
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improved if the economy were guided through a temporary period
of reduced aggregate demand.

In the exccution of such an anti-inflation policy, there are bound
to be errors of commission, and this was no exception. An unintended
credit crunch developed in 1909 and early 1970 (repeating the expe-
rience of 190}, which raised interest rates sharplv and jolted financial
marhets.  Also, the slowdown in activity in 1970 was larger and
longer than was intended or expected. In 3 survey of professional
forecasters in the fourth quarter of 1909 the medisn forecast was for
slower real growth but no absoluty dedine in real GNP for the first
halt of 1970 (though a slight dedine in industrial production was
predicted) and for stepped-up growth in the second half.' This
forecast envisioned a rise of unemployment to only 4.4 percent. As
it turned out (Table 1), real GNP declined over the vear (though,
after allowance tor the General Motors strike in 1970-1V, it was
appronimately constant), and unemplovment went above o percent,
exceeding both the previously dited forecast and the 432 to § percent
wrget set by the Coundil of Economic Advisers in early 1970. The
outiome qualitied as 3 mild recession. By and large, however, business
activity conformed to the overail strategy, contrary to widespread
public skepticism during 1969 that monetary restraint would slow
the economy much at all.

Th: main dissatistaction with the outcome of this strategy con-
cerned price increases, which displaved an exasperating persistence.,
While the administration had looaed forward to a significant decelera-
tion of inflation in 1970, little improvement could be detected during
the vear. By hindsight price increases did indeed reach a peak during
1070, But sheptical opinion at the time could not be convinced with-
out dramatic signs of deceleration, and they were not in evidence.
The widely publicized consumer price index (CP1) rose less rapidly
during the middle months of 1970 but, by the end of the wyear, it
again went above an annual rate of 3 percent and showed little overall
deceleration from 1909, Thus a full vear of business recession had
vielded no dear-cut reduction in the inflation of consumer prices,
Public exasperation with this situation was heightened by the fact
that, while food prices rose very little during the second half of 1970,
increases in the more stable nontood prices accelerated. The more
comprehensive inden of prices for the private component of GNP
told the same story: it continued rising at an annual rate of almost

PForecasts of the regular panel in the guarterly survev of the Business and
Foonomic Statistics Section of the American Statistical Association, Washington,
D. C., compiled by the National Bureau of Lionomic Research (mimeographed).
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Table °

GNP, PRICES, COSTS, PRODUCTIVITY, AND
COMPENSATION, 1968-1973

(%= change fram preceding Quarter, seasonally adjusted annual rate)

Private

All Sectors Sector Private Nonfarm Sector

Price Compen-

deflator Unit Output sation

Real (chain labor per per

GNP GNP index) cost man-hour man-hour
1868 | 9,2 5.4 36 49 4.7 9.9
i 11.7 7.5 4.3 20 4.1 6.2
W 8.6 4.0 4.0 6.3 1.0 7.4
v 7.1 2.4 4.3 7.5 1.3 8.8
1869 | 7.7 3.4 38 7.4 -16 5.7
] 75 1.9 4.9 7.7 -08 6.9
] 8.2 1.8 5.5 7.1 -06 6.5
v 31 ~23 53 10.6 —~1.6 8.8
1670 | 39 -25 4.6 8.4 -1.8 6.5
] 59 1.5 4.6 24 4.7 7.2
i 6.1 2.0 3.2 20 6.9 9.0
v 1.4 -4.8 5.6 8.0 ~3.1 4.6
1871 | 14.3 8.0 55 1.5 7.4 9.1
] 7.9 34 4.4 42 3.2 7.5
in 5.4 25 34 25 25 5.2
v 8.3 6.7 1.4 3 4.7 49
1972 | 12.0 6.5 44 38 5.2 9.1
] 11.4 9.4 2.3 —-.5 5.1 4.6
] 89 6.3 29 -4 6.6 6.1
v 11.0 8.0 29 36 36 7.6
1873 | 15.2 8.0 6.8 5.8 43 10.4

Source: The Annual Report of the Council of Economic Advisers, 1872 and
1973, and US. Department of Commerce, Survey of Current Business; both
publications printed by the U.S. Government Printing Office, Washington, D, C.

5 percent, practically unchanged from 1909 (Table 1). The index of
wholesale industrial prices fluctuated during 1970, but over the year
as a whole showed no tendency to decelerate. Its annual rate was
312 percent for the second half of 1970, somewhat lower than earlier
in the year but above the corresponding rates of mid-1969.

One encouraging sign was the behavior of consumer service
prices, which had a rising rate of increase in early 1970 but a
decelerating rate during the second half of the year. This was due
only in part to declining mortgage interest rates (included in the
services component). Nevertheless, its annual rate of increase in

5
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December was still more than 7 percent, and its downward trend had
not gone far enough to be apparent by the end of 1970,

It is not unusual, however, to make little headway against an
on-going intlation during a recession. Chart 1 shows monthly rates
of change and centered six-month average rates in the CP1, excluding
toods, for the recent years and for the previous U.S. inflation in the
late 1950s. (Although foods are an important part of the cost of
living, theyv are subject to volatile fluctuations induced by changes
in supply conditions and may be excluded in representing inflationary
tendencies due mainly to aggregate demand)® The inflation that
began in 1934 had begun to moderate in 1956, It did not decline
much during most of the recession of July 1957 -April 1958 but did
sudside dramatically just before and after business activity started to
recover. A similar phenomenon occurred in the business recovery of
1971, though not until after the cyclical trough in November 1970. The
reason for the delaved etfect of a recession on prices is that inflation
does not decelerate on a broad front until labor costs do, and then
only with a lag. Unit labor costs can be separated into compensation
of workers and productivity (output per man-hour;, Compensation
reflects wage rates, which typically decelerate very slowly. Output
per man-hour actually declined slightly during 1969 with production
at full capacity, but it began to improve during the recession as
businesses trimmed their work forces (thus holding down increases
in unit labor costs). Prices ordinarily do not respond right away to
improvements in productivity, because the first benefits of cost cutting
2o to bolster depressed profit margins, But, after a while, the reduced
rate of increase in unit labor costs puts less upward pressure on
prices. With this initial deceleration of inflation, its anticipated rate
declines and contributes to a reduction of wage demands and thus .
to a turther deceleration in (osts and prices.

Although a recession does not stop inflation immediately, there-
fore, it initiates this deceleraticn in unit labor costs, which is the first
stage in the process of reducing inflation and which can continue even
after business begins to recover, Indeed, the business recovery contrib-
utes to the deceleration in unit labor costs™=up to a point—because an
expansion of production brings a greater utilization of fixed resources;
this shows up as increases in output per man-hour. The lack of
progress in curbing inflation during the 1970 recession did not, there-
fore, preclude a policy designed to foster a strong recovery in 1971,

28uch 4 weparation between demand and supply influences is not fully possible,
of course. tor a given level of aggregate demand, higher expenditures on foods
mean Jower expenditures on other goods and services,
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Chart 1

CONSUMER PRICE CHANGES (EXCLUDING FOODS)
IN TWO INFLATIONARY PERIODS, 1856-60 AND 1968-73

(percent per year)
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Of vourse, a recovery in demand would exert an upward pull on many
wholesale prices, particularly on those of basic commodities. But most
of these increases would taper off, as they had in 1959, if aggregate
demand did not rise so much as to strain productive capacity and if
unit labor vosts continued to decelerate. The hoped-fer business
recovery would not foreclose further progress in curbing inflation.

The Business Recovery of 1971, All sights were therefore set on the
business recovery ferecast for 1971, Early in the year the Council
of Economic Advisers (CEA) set a OND target for 1971 of $1,065 bil-
lion, or 9.1 percent over 1970, This would have amounted to an
unusually rapid recovery from a recession as mild as that of 1970.
It represented a policy target as mu.h as a forecast, since a vigorous
recovery was very much desired to raduce unemployment.

Disagreement arose over how vigorously monetary policy should
push the recovery. The CEA’s target of a @ percent increase in GNP
for 1971 seemed to call for 7 to 8 percent or more growth in the
money supply (defined as currency plus checking deposits). In his
testimony to the Joint Economic Committee at the beginning of the
vear, Federal Reserve Board Chairman Burns viewed such a policy
as too ambitious and stated that the Federal Reserve would pursue a
more moderate growth target. This implied continuation of the
6 percent average monetary growth that had prevailed during most
of 1970 and through January 1971.

From February until July, however, the annual growth rate
spurted to 10.8 percent, once again confounding the prognosticators
of monetary policy (Chart 2). For the first few months the spurt
compensated for slow growth in the latter part of 1970, but that
deficiency was made up by the beginning of the second quarter.
What happened then was that the Federal Reserve resisted the cyclical
recovery in interest rates, which began to climb sharply in March
and continued rising until midyear. The yield ~n Treasury hills rose
from 3!z to 5!z percent, and most long-term bond yields rose 12 to
*3 of a percentage point. The monetary spurt was justified by the
Federal Reserve staff as necessary to supply an increased demand
by the public to hold money balances. The staff’s econometric
estimates of the demand suggested that it had shifted upward
in the second quarter. Another estimate later, however, gues-
tioned that interpretation.® If no shift had occurred, the sharp
rise in interest rates could be attributed to the usual recovery of

3 Michael I Ham‘buirg‘:.e.r, “The Demand for Mone;7in“‘l;7v!‘:d¥f\-l;ﬁill'ﬁ-(;'-r-e4;l thft?'_
forthcoming in Journal of Moncy, Credit and Banking,
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Chart 2
MONETARY GROWTH, 1£69-73
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credit demand in the first stage of a cyclical expansion. The Federal
Reserve sought to slow the rise in interest rates for fear that it might
go too far and impede the business recovery. But the high monetary
growth resulting from this policy choice raised fears of its own for the
inflation. By summer, interest rates stopped rising, mercifully in view
of the Federal Reserve’'s continuing dilemma whether to restrain
monetary growth or interest rates, and monetary growth was reduced
to a 1 percent annual rate for the remainder of the year, resulting in
6.5 percent growth for all of 1971,

Despite the upturn in monetary growth during 1970 and the
spurt in the first half of 1971, the business recovery started off
weakly. Shallow business contractions tend to be followed by slow
recoveries; even then, this one was unusually slow. Forecasts for the
first year of a business upturn often underpredict the strength of a
recovery, but in this case it was the private forecasts for 1971, which
had been much less optimistic than the CEA’s figure, that turned out
to be correct. Except for the first quarter, which was pushed up by
the ending of the General Motors strike, the quarterly increases in

9
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output were low. Yor the vear as a whole, GNP rose 7.0 percent
in dollar terms and only 2.7 percent in real terms. Homebuilding
accounted for much of the increase. It had fallen behind the growth
ot households owing to the dearth of mortgage funds during the
credit crunch of 1909 and early 1970, With funds now readily
available, the dollar amount of residential construction rose 44 percent
from 1970 to 1971, The accompanving high rate of house purchases
meant that consumer expenditures would spread to home furnishings
in due course, but that did not happen until 1972, Even a flurry of
new automobile purchases in August, due to the removal of the
eadise tay, faltered after several months, Consumers were consolidat-
ing their tinandal position: personal saving for the year rose to the
unusually high rate of 8.2 percent of disposable income, and surveys
ot households revealed a general disposition to spend cautiously.*
Nonresidential business-fined  investment declined slightly.  Since
productive capacity remained ample to meet the increases in demand
and sales. trends showed little strength, businesses felt no need to
expand tadihties. Growth in the labor force offset the modest
increases in emplovment, and unemplovment remained around o per-
cent. It did not dedine even the modest 'z percentage point pro-
jected by most private forecasters at the beginning of the year,

Yet, productivity gained nicely during the slow recovery. The
improvement was not recognized at first because, with a low fourth
quarter due to the Ceneral Motors strike, output per man-hour
(private nonfarm sector) grew only 1o percent for the calendar year.
But, from the firet quarter of 1970 to the sevond guarter of 1971,
it rose 3.8 percent at an annual rate compared with a decline for
1909 (Table 1). Unit labor costs for the private nonfarm sector
consequently rose only 3.0 percent per year for that period compared
with 8.2 percent in 1969 even though compensation per man-hour
rose 7.5 percent per vear, up slightly from 6.9 percent in 1969,
Bewause profit margins were depressed and now were being raised, how-
i the Consas Burcau survey of Consumer Buymg Expectations, taken in July
1971, ibe index of expected automobile purchases tor the third quarter of 1971
dropped to ity Jowest level in several years, and the indexes for houschold dur-
ables and appliances aleo declined sharply.

The question ariees whether the high <aving wae in some way due to the
inthiton. One study daims that it was, on the grounds that unanticipated price
increases lead to reduced expenditures and to increases (temporarily at feast) in
b torme ot saving (including fixed-dollar aseets, which anticipated inflation
presumably leads people to aveid), because of tears of a dechine in houschold
real moome. See |, Thomas Juster and Paul Wadhtel, “A Note on Inflation and

the Saviag Rate, " Braokings Papers on Feononne Activaty, 30 1972 (Washington,
D. Co The Brookings Institution, 1972}, pp. 705-778.
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Table 2

RATE OF CHANGE IN CONSUMER PRICE INDEX
AND CONTRIBUTION OF MORTGAGE INTEREST

{centered six-month average at annual percentage fate)

Contri- Total, Contri- Total,

Totat, bution Excluding Total. bution Excluding
Exciuding of Food and Exciuding of Food and
Food interest Interest Food Interest  Interest

78969 1970

Mar. 5.7 S 52 Oct. 56 -2 8.7
Apr. 6.3 B 57 Nov. 54 -4 57
May 58 B 52 Dec. 4.4 -7 5.
June 4.9 D 4.4 1871

July 51 3 4.8 Jan. 33 -8 4.2
Aug. 54 3 5.1 Feb. 3.3 -9 4.3
Sep. 54 .3 5.1 Mar, 3.3 -1.0 4.2
QOct. 54 2 51 Apr. 35 -8 4.3
Nov. 57 4 53 May 38 -8 4.4
Dec. 58 6 52 June 4.1 -2 4.3
1970 July 4.3 .0 4.2
Jan. 6.0 6 54 Aug. 34 A 33
Feb. 6.1 B 5.6 Sep. 28 A 2.7
Mar. 6.3 5 5.8 Oct. 26 A 25
Apr. 6.4 5 5.9 Nov. 2.4 .Q 2.4
May 57 .3 54 Dec. 2.3 -1 2.3
June 5.8 0 58 1872

July 6.0 .0 6.0 Jan. 2.2 -1 2.4
Aug. 6.1 0 6.1 Feb. 2.7 -1 28
Sep. 6.2 .0 6.2 Mar. 2.9 -1 3.0

Notes: Total index is ail items excluding ‘ood (same as series plotted in
Chart 1). Contribution of mortgage interest is the rate of change of this
component times each December's weight in the total index. apptied from
June to June of the fiscal year.

Difference between columns 1 and 2 may notf exactly equal column 3 because
of rounding.

ever, the deceleration in unit labor costs had little discernible effect on
most prices. From the first quarter of 1970 to the second quarter of
1971, the private GNP deflator (chain index) rose 4.7 percent per year
compared with 4.9 percent for 1969, The slower growth in unit labor
costs was bound to atfect the inflation rate sooner or later, and a
delay was not unusual. But prices were decelerating more slowly
than in 1¢38-59, presumably because inflation in 1971 had lasted
longer and in various wavs had become more entrenched.
Nevertheless, the inflation was subsiding, as was most clearly
apparent in the consumer price index. The rate of increase in this
index (excluding foods) declined during the first half of 1971 from
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over o pervent per vear to 3': percent (sin-month periads, Chart 1).
Part of this dedline, however, reflected a fall in mortpage interest,
which is a cost of living tor borrowers but not an indication of the
purchasing power of money vis 1vis goods and services, If mortgage
interest is excluded from the index (Table 2), a peak rate of about
o pereent per year in late summer 1970 dedined to 4.3 percent in the
second guarter of 1971, This was a reduction of over 112 percentage
points.

The lack of uniformity in the various price indexes, however,
contused the picture. Even the personal consumption component of
the GNP detflator dittered from the CPLL although the two covered
the same general group of expenditures. The explanation was that
the GNI' deflator had a ditterent weighting scheme than the CPI
and used many additional series.” Neither one was dearly preferable.
While the CPI gave a doser approximation to the purchasing power
ot a dollar spent by consumer houscholds, the GNP deflator gave a
more comprehensive measure of the dollar’s purchasing power for all
goods and services, The conflict between the CPL and the GNP
deflator made the direction of inflation uncertain and created doubt
that deceleration of the CPI was giving an accurate picture.

The suspicion that little lasting headway was being made against
inflation tound reinforcement in the wholesale price index., The
industrial commaodities component of this index showed no decelera-
tion from early in 1970 to mid-1971, From March 1070 to June 1971,
six-month average rates of increase deviated very nitle from 335 per-
cent per vear, In the third quarter of 1971 the index even accelerated.

The confusion over prices, the weak business recovery, and the
lack of dramatic improvement in unemplovment created a gloomy
economic condition, and prospects for a sluggish second half pointed
to more of the same. The median forecast for the second half by the
experte reporting to the American Statistical Association in its early
August survey was tor a 7.8 percent increase in dollar GNP and only a
3 percent increase in real GNP (annual rates), (In actuality, dollar
GNP rose 0.8 percent per year in the second half, while real GNP
rose 4.5 pereent.) :

At midyear 1071, given the appearince of little progress in
reducing unemployment after a yvear and a half of sizable growth
in money, a growing number of commentators supported nonmone-
tary proposals to add some zip 1o the recovery, Proposals for price

P Nost of this discrepancy was due to diftering treatment ot the housing sector,
however. See fack E Toplett and Stephen M. Merchant, “The € and the IPCE
Detlator: An Foonometric Analysis of Two Price Measares,” Annals of Feonomic
and Social Measioement, vol, 2, no. 3 (1973,



t CONTROIS AND MONETARY POLICY

controls received the widest attention. Such controls were thought
relevant to both the inflation and unemployment problem, on the
assumption that the growih in dollar GNI' was determined by mone-
tary and tiscal policy and hence anv reduction in inflation would
allow more growth in real terms. Since 1970 Federal Reserve Chair-
man Burns had been pressing the Congress and the administration
for direct governmental influence in wage and price setting. Like
many others in the middle range of opinion, he advocated an ““incomes”
policy, that is, the imposition of limits on wage and price increases.
Impatience with the slow progress against inflation and unemploy-
ment was building up within the administration as well.

Around midyear the recovery sagged for a few months and
seemed to many to be about to expire. Industrial production, which
had regained about half of its recession decline by Mav 1971, leveled
ott in June and tell slightly in July and August. Such a long pause
was unsettling because it was unusual for the first stage of a cyclical
recovery. Then, during the summer, foreign exchange markets acted
up, fordng the adnunistration to take action to stem speculation
against the doliar. The U.S. balance of payments (as measured by
the net liguidity balance) had been in deficit since the late 1950s and
deteriorated further during the Vietnam War, Holders of liquid inter-
national balances were alert to the possibility of & dollar devaluation.
When the traditional U.S. surplus on goods and services declined
further in the second quarter of 1971 - this time practically to zero—
the speculative outtlow became a tidal wave. In the first half of 1971,
U.S, liabilities to official foreign institutions (as recorded by the U.S.)
rose by $10.2 billion.

The administration might have tried the simple ploy of reassert-
ing its determination not to seek a devaluation of the dollar but,
without steps to back it up, the announcement would not have been
credible. Instead it decided to institute a full-scale activist policy in
order to disarm the critics who charged the anti-inflation program
with failure and who called for strong medicine. Thus the adminis-
tration took its first step into the thicket of direct controls which it
had once vowed to avoid.

The Economy under Controls

The Administration’s Economic Stabilization Program. The new pro-
gram announced in the President’s speech of August 15, 1971, had
three basic parts: (1) It set forth steps designed to lead to a devalua-
tion of the dollar through the appreciation of foreign currencies (the

13
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dollar was an international reserve currency to which other currencies
were pegged and conld not be devalued unilaterally), including a
temporary surcharge ot 10 perceny on dutiable imports to use as a
bargaiming vweapen in o international negotiations, (2) It reduced
selected tanes to stimulate the slow business recovery, (3) It froze
prices and wages tor ninety dave (Phase 1) 1o be followed by con-
trolled increases for an indefinite period thereafter. (Phase 11 was
tollowed by o milder Phase T in January 1973 and then by the
reimposition of a freeze in june 1973)

The devaluation had far-reaching implications for the inter-
national inancial evstem and set oft a series of discussions that is still
under wav on how to buld a svstem better able to redress pavment
imbalances. At first the degree of dollar devaluation to occur against
each currency was contested. Finally on December 18, in an inter-
national mecting at the Smithsonian Institution in Washington, an
interim agreement was reached, The various foreign currencies were
appreciated by ditterent amounts, producing an average appreciation
against the dollar at the end of 1971 calculated at about 8 percent for
total U5, trade. (The gold value of the dollar was also changed from
S35 to $38 an ounce, which meant that the appreciation of foreign
currencies against gold was Jess than against the dollar, but this
ditterence was of no significance for international trade.) As part of
the agreement, the US. import surcharges imposed on August 15
were removed, the permissible band of fluctuation in exchange rates
was widened from 1 to 2! percent, and plans were laid for further
neg tiations to modify the medhanism of international financial
adjustments. The devaluation was expected to improve the U.5, trade
balance, though the full effect would not be felt for several years,
(Little eftect was in fact discernible during 1972, because the trade
balance deteriorated markedly as the business recovery picked up,
As a consequence, pressures against the dollar reappeared late in
1972, culminating in a further 10 percent devaluation in January 1973
and the floating of the Common Market currencies and the yen in
March))

The ettects of the fiscal stimulants of the stabilization program
mamly came in the tinal four months of 1971, but they were not of
major importance for the economy at large. Except for the import
sutcharge, they comprised a number of proposed tax reductions
designed to encourage spending, including removal of the 7 percent
excise tan on autemobiles and 8 tax credit on new investment, The
CLA estimated that these proposals would reduce fiscal year 1972
revenues (exdluding the surcharge) by $5.8 billion and expenditures

14
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by $4.9 billion. As finally enacted by Congress, the actual revenue
reduction was cstimated to be $4.0 billion. The net effect on the
budget deficit was very small and could not have affected aggregate
demand mudh either way, The main purpose was to encourage early
purchases of certain domestic goods that otherwise would not have
been made until later.

The wage-price controls were the most dramatic step for the
domestiv cconomy and for anti-inflation policy. They were not, to be
sure, a substitute for the previous policy of maintaining aggregate
demand below potential output, which was not to be abandoned.
Controls were not viewed as eHfective against exvessive demand
pressures, last experience had indicated that if controls were used
to suppress excess demand, the result would be shortages, black
markets, and quality deterioration as manufacturers sought to evade
the price weilings. The purpose of the controls, as implied in the 1972
Amnal Report ot the Council of Economic Advisers, was to hold down
price increases made in anticipation of turther inflation. While the
gap between potential and actual output brought about by appro-
priate monetary and tiscal management had created the necessary and
sufficient condditions for curbing the inflation, anticipations of inflation
were leading to price and particulasly wage increases inconsistent
with aggregate policy. Controls svere intended to hasten the decelera-
tion in inflation through their announcement effect on anticipations.

Given the objective of influencing anticipations, an elaborate
enforcement agency was not necessary and indeed was economically
impractical in addition to being politically repugnant to the admin-
istration. The idea was to do little to disrupt the economy. Controls
were to prevent most of the very large union wage settlements and to
force firms with “‘reasonable” profits to absorb some cost increases
and so foster public confidence that inflation was gradually coming
under control.

Thus, the ninetv-day freeze was followed by a Phase Il set ot
regulations administered by a small organization specially set up for
the purpose. The key operating centers of the organization were a
Price Commission of seven public members to control prices and a
Pay Board of fifteen members split equally among businéss, labor,
and public representatives to pass on wages and salaries. The Con-
struction Industry Stabilization Committee for controlling construc-
tion wages was incorporated into the organization, and other groups
were formed to advise on or deal with dividends and interest, govern-
ment pay, health services, and rents. Each of these groups had a
staff numbered in the hundreds. Public inquiries, complaints, and
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general entorcement were taken on by the Internal Revenue Service,
which assigned 3000 emplovees to the task. In fact, very little
litgation was instituted. The entire program was run to a con-
saderable entent by voluntary complianee And 1t had to be: the
tull-scale price controi apparatus of World War 11 involved 00,000
paid workers and many thousands more volunteers.

The Lk of a arge entorcement agency meant that the controls
had to be limited in scope. This was done by exempting all but large
tirms trom direct control. The nonesempt fums comprised  the
so-called Twer 10 tor prices, the 1,300 tirms with annual sales of
S100 mulhion o1 over (43 percent of total sales in the cconomy) and,
tor wages, labor contracts attecting 5,000 or more workers (10 percent
of all emplovees), Tiers 1T and T of smaller firms had to follow the
puidelines set down for price and wage increases but could act with-
out prior approval (though Tier H tirms had to give prior notification).
The guidelines were 272 pervent per year for prices and §'2 percent
tor swapes (0.2 percent induding tringes), with an allowance up to
P percent tor catchang up. (The 24 :-price and 5! 2-wage guidelines
were mutually consistent under the assumption that labor produc-
tivity would rise on the averazse 3 percent per vear.)

Inttially agriculture (induding fisheries and forests), exports and
imports. pay scales and tees of the tederal government, and interest
rates were exempt. The exemption was extended, in January 1972, to
retail tirms with annual sales below $100,000 and to apartments of
tour or less units or with monthly rents above $500 and, in May,
to tirms and governmental units of sisty emplovees or less (with some
exceptions),

This confinement of direct controls to Large units meant that the
sparse entorcement machinery would efficiently narrow its responsi-
bilitv. But the policy alse contormed to the popular view that the
inflation originated in the aggressive policies of large corporations
and large unions. Only the atomistic markets, such as those for farm
and other basic commaodities, apartments, and tinancial assets, were
thought to be selt-regulating, Contrary to this view, however, the
impetus ot the inflation was not coming from industries dominated
by laryge conporations; indeed, the general decline 1in corporate profit
margins duning the inflation indicated that most corporations were
having difficulty simply KReeping up with cost increases. Whether
big vmions were responsible for prolonging the inflation was a more
comples question. To a large extent new union contracts simplv made
up tor increases in the cost of living since the last contract and thus
were not independent sources of inflation. But many unions also used
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their power to outdo cach other and to cover in new contrawts the
anticipated future mcreases in the cost of living, Some of the large
settlements seemed 1o accomplish all this and more, and thus to
prolong the imtlation. Lnion leadeis were not logical to conclude
that the contrals were aimed primarily at union wage contracts Labor
feaders voived their opposition but tailed to dent the public support
tor restrainmy umon wage Jdemands.

To avoid o knockdown confrontation with labor, the Pav Board
wiclded ite authority cautiously. In the initial weeks it approved
Large increases negotiated by several powertul unions, explaining that
the moreases had been previously negotiated or that the wage rates
in question had tallen behind so that the increases were allowed
under the catdhing-up or gross inequity provisions of Phase 1. But
the board pradually tightened its rein: Inoa well-publicized decision
carlv in 19720t pared down a settlement of the Viost Coast longshore-
men who threatened o showdown strike but finally backed off.
Overall, the increases approved through June 1972 averaged 8.1 per-
cent tor union workers and 4.1 percent for nonupion workers." Flesible
enforcement of wage controls suaeeded in avaiding  resentment.
Although ATL-CIO President George Meany pulled union representa-
tives oft the Pav Board in March (whereupon the administration
reorganized it with seven public members), the board was generally
accepted vy business, the union rarh and file, and the public.

Acceptance and compliance had been uncertain when the controls
were first imposed. Other Western countries, notably Great Britain,
had instituted various Kinds of “incomes” policies during the 1960s,
but with little evidence of more than temporary success.” They were
resieted by labor and generally broke down. The key differences
between the US. case and the others appeared to be the slack in the
LS. economy and the fact that controls had not been used since the
Korean War, so Amerncans had been spared a recent opportunity to
secome Jdisenchanted with them.® Of course, 1972 was a vear of
reduced labor negotiations: major contracts (1,000 employees or
more) aftected only 2.8 million workers that vear, compared with

tBarry Bosworth, “Phase 11 The US, Laperiment with an Incomes Policy,”
Brachoras Doperom Dooromne Setiraty, 201972 (Washington, 1. Co The Buoook-
g~ lnstitutyon, 19725, Table 4

T &ee e Schife, Incomes Policies Abroad, Part 1 Uhted ngdmn, The Nether-
Tand-, sweeded, Canada, 19710 apd Incomes Policies Alwoad, Part 112 Prance,
Woet Geronany, Aucfo, Degonarh, 2372 cWashigton, D Coo American Enderprise
Institute),

~Great Brtam copied the Phase | formula in November 1972 and instituted
Phase 11 in Apnl 1973, but aggregate demand has remained strong, and the
controbs have not been notably successful in stemming continued inflation.
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34.75 million in both 1970 and 1971, and 5 million to be affected
in 1973,

Prices - d Wages under Phase 1 and 1. The ninety-dav freeze of
1971 achieved its purpose. Although wholesale industrial prices rose
at a4 o0 percent annual rate in June and July compared with a
3.8 percent rate in the preceding sin months, suggesting that some
firms had a premonition of what was to come, in general the freeze
was not expected and a difficult-to-administer rollback of prices did
not appear necessary and was not seriously contemplated. During the
freeze the recorded prices of covered items did not rise and no
evidenie of widespread evasion came to light. Many prices rose
because of exemptions (which included basic foods, imports, and
seasonal variations). But others fell due to market conditions, and
the overall wholesale price index was practically unchanged during
the period. A special analysis of con-umer prices showed little rise in
covered prices during the freeze” As to wage increases, with some
exceptions, they were stopped.

Of course, this freeze was successful without much enforcement
because there was slack in the economy, and because adjustments
were to be allowed afterward, and because the economy can endure
almost anvthing for only three months. The effect on prices if the
freeze and post-frecze quarters are combined was much more modest.
Right after the freese, there were catch-up increases in prices and
wages which the Phase 11 controls attempred to moderate but not
prevent altogether. As a result, the rise in the total CPI (annual rate)
jumped from 1.@ percent during the freeze to 4.8 percent during the
three months following the freeze. For the six months combined the
annual rate of increase was 3.4 percent, compared with 4.0 percent
for the preceding six months, Allowing for the fact that the inflation
had been decelerating due to reduced aggregate demand, the addi-
tional dedline that could be attributed to the freeze was olight.

The post-freeze otfs -t was not unexpected or thought undesirable
by policy makers, because the controls had not been intended to cut
too radically into inflation for fear of disrupting business activity,
The freese satisfied the public’s damor in mid-1971 for some dramatic
new initiative against inflation and, at the same time, constituted a
needed holding action while the Phase 1l controls were planned and

4 Al Report of the Councrl of Feonomic Advisers, 1972, p. 81, The freeze
speatied that prices could not rise above the highest level of substantial transac-
tions {10 percent or more) in the previous thirty days or above the level of
May 1970 it hugher, with special provisions for «casonal or seldom-traded goods,

18



CONTROLS AND MONLTARY PPOLICY

set up. The planning operation could not have been kept secret and,
without the frecse, would have touched off a spate of anticipatory
price increases.

Under Phase 11 intlation tell appreciably. This was not widely
recognized in carly 1972 because of the attention paid to price
increases for exempt fouds and other basic commodities. But by late
suramer the overall indexes showed substantial deceleration (Chart 1
and Table 1). The private deflator (¢hain index) rose 5 percent at an
annual rate in the first half of 1971, whereas its annual rate averaged
2.6 percent in the sevond and third quarters of 1972 after the catch-up
increases in the first quarter.

The coincidence of controls and deceleration convinced the
publiv that controls were effective. Yet the deceleration could not
have been caused solely by controls, since it had started earlier in
many sectors in response to slack demand.

How much of the deceleration from mid-1971 to the end of
1072 can be attributed to controls? The initial acquiescence of the
business community to the burden ot operating under controls
reflected a belief that only controls could stop the wage explosion,
The large increases in union settlements apparently did moderate
faster with the help of controls, The Construction Industry Stabili-
zation Committee, which began operations in March 1971 before the
freeze went into cffect, helped to restore order to a chaotic wage
structure. First-year wage increases in construction contracts, which
had averaged 9 percent in 1908, started rising again in 1969, and
reached 21 percent in the second half of 1970, They came down to
11 percent by the end of 1971 and to o percent by the end of 1972,
For other workers as well, the frequency of large settlements was
reduced. First-yvear wage increases were above 9 percent for 56 per-
cent of the workers under new union contracts of 1,000 workers or
more in the first half of 1971 but for only 27 percent in the first half
of 1972 and 20 percent for all of 1972."" Jn manufacturing, first-year
increases in union wage settlements averaged 8.3 percent in the first
half of 1971, slightly above their 7.8 percent average rate for 1970,
and declined substantially to 6.3 percent in the first half of 1972—
although the corresponding decline for nonunion settlements was
smaller, from 5.2 to 4.6 percent."

1 Bosworth, “Thase 11: The U.S, Experiment with an Incomes Policy,” Table 5,
and Annual Report of the Council of Economic Aduvisers, 1973, p. 62.

11 On wages and the Pay Board, see the essay by Marten Estey, this volume.
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While controls had a substantial etfect on union settlements,
their overall impact on wages was less dramatic. Total compensation
per man-hour for the private nonfarm sector rose 7.2 percent in the
vear ending June 1970 and 7.5 pervent in the year ending June 1971;
in the freeze and post-freeze catch-up periods combined (1971-111
through 1972-1), it rose 0.2 percent at an annual rate, and then in the
next two quarters decelerated to 5.2 percent. But in the fourth quar-
ter of 1972 [ shot up to an annual rate of 7.6 percent, and averaged
o.1 percent for the last three quarters of 1972, So the average
deceleration was about 112 percentage points. But this statisiic is
attected by cyelical changes in overtime pay. A better indicator is
average hourly varnings for the private nonfarm sector adjusted for
overtime in manufacturing and interindustry shifts, which exhibited a
similar pattern but less deceleration. Its annual rate of increase was
around 7 percent during 1970 and the tirst half of 1971, In the freeze
and post-treeze catch-up (August 1971 through March 1972) it aver-
agied 0.0 percent and, for the remainder of 1972, 6.3 percent. For this
index the iotal deceleration from 1970 to the last three quarters of
1972 was less than 1 percentage point. Moreover, not all of this
deceleration could be attributed solelv to controls in view of the fact
that a 6 percent unemployment rate persisted until June 1972 and a
511 percent rate until November,

Unit labor costs decelerated considerably, as was noted, chiefly
because of the stepped-up growth in output per man-hour beginning
-in early 1970. Thus prices could also decelerate and, at the same
time, allow some improvement in depressed profit margins, To the
eatent that the reduction of inflation reflected a deceleration of unit
labor costs. it was due primarily to business cost cutting and the
economic recovery, '

If controls had a direct effect on prices in addition to the small
indirect effect via wages, profit margins had to be squeezed. This
indeed seems to be the explanation for the greater deceleration of
prices under Phase 11 than during the year and a half preceding
controls, a deceleration that was too sharp to be dismissed as acci-
dental. Controls held back those price increases that would otherwise
have owurred to improve profit margins. The margins generally
advanced in 1971-72, to be sure, but presumably not as much as
would otherwise have resulted from the business recovery. An
etHect of controls on profit margins is confirmed in an econometric

M Price controls had a temporary mdirett effect on output per man-hour to the
extent that they helped speed up the recovery in output,
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study by Gordon.' He regressed the ratio of prices to unit labor
costs on various explanatory variables and found that the predicted
ratio was higher than the actual ratio under controls from the third
quarter of 1971 to the second guarter ot 16720 The implied reduction
in the rate of inflation duedo controls was 1% percent per vear, The
estimated eftect on wages in his model was *3 percent per vear.
While these results seem to underplay the etfect of slack demand in
curtailing inflation, they are consistent with the view that controls
mainly sttected profit margins.

The eftect of price controls on protit margins works against
market forces and distorts business incentives.  Controls do not
change the long-run relation between prices and unit labor costs
determined by market forces. The margins will gravitate toward
their market-determined levels, cither through evasion of the controls
or eventuallv swhen the controls are removed, There is then no lasting
ctfect.

The deceleration in inflation initiallv produced by controls can
have a lasting ettect it it reduces the anticipated rate of inflation and
the wage and price decisions that are influenced by anticipations. In
a peried of deceleration, anticipated price increases typically exceed
the actual rate of inflation and thus help to keep the infiation going.
Price controls that lead people to anticipate less inflation can make a
net contribution to the efficiency and speed of the adjustment during
the transition. On this view, the controls served as a policy announce-
ment of the intended rate of inflation, possibly the only form of
announcement that was believable, but with the added provision of

forcing compliance to the extent that the policy was not believed.

O

The controls were minimally enforced upon all but the largest
companies and unions, which was consistent with the view that
antidipatory increases in prices and wages could be maintained only
with “market power’” and could be broken only by effectively restrain-
ing the use of such rower. As was noted, however, large companies
were not plaving a critical role in the inflation. Most of the largest
price increases were occurring in the least concentrated sectors, such
as personal services, construction, food, and other basic commodities.
Anv lasting etfect of controls, therefore, had to reduce the anticipated
rate of inflation incorporated in union as well as nonunion wage
increases. The impact on adjusted average hourly earnings was, as
noted, about 1 percentage point—a third of the deceleration in the
CPl from o to about 3 percent per year by the end of 1972, That is

H Robert J. Gordon, "Wage-Price Controls and Shitting Phillips Curve,” Brook-
ings Papers on Econonue Activity, 2. 1972, Table 5.
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indicative of the lasting effect of the controls via anticipations, and
it is a manimum estimate because it indludes the independent contri-
bution of slack demand. The other two-thirds of the deceleration in
consumer prices reflected improyvements in prodadtivity and a squeeze
of protit margins due partly to slack demand and partly to the controls.
Other evidence on anticipations can be cited. The Dun and
Bradstreet series on price changes expected by business purchasing
agents pointed to modest reductions in anticipated inflation after
August 1971, though the degree was not specified.  Households
surveved by the University of Michigan Survey Research Center
reported a decline in mean expected price changes from the second
quarter of 1971 to mid-1972 of less than 14 percentage point.'t The
dedline in interest rates constituted a piece of indirect evidence, since
thewe rates tend to incorporate the anticipated rate of inflation as
compensation tor depreciation in the purchasing power of borrowed
tunds. Short-term interest rates declined sharply following the im-
position of controls in August 1971 but subsequently retraced most
of their dedine. They were influenced strongly by changing condi-
tions in the money market, and their movements are difficult to
interpret for this purpose. Long-term bond yields declined 26 basis
points during the second half of August 1971 and further in subse-
quent months, for a total decline following the imposition of controls
of about !z percentage point. The CEA pointed to this as an indica-
tion of a decline in the anticipated rate of inflation.'” Possibly
demands for credit were working to raise interest rates in that period,
and the effect of a reduction in the anticipated rate of inflation was
greater than 12 percentage point. Inany event, the reduction was much
{ess than the deceleration in swage increases of 1 percentage point.
After the initial deceleration in wage increases from above 7 per-
cent to o percent per vear by the end of 1971, there was no further
decline during 1972, With a trend growth in labor productivity of
S pereent per vear, a wage increase of 6 percent was consistent with
3 percent inflation, to which any recovery in profit margins would be
added.  Notwithstanding the optimism with which the public first
grected the imposition of controls and the belief that inflation would
somehow be eradicated quickly, it was winding down slowly. During
most of 1972 slack in the economy created the conditions for a
deceleration of inflation, and controls did not have to fight against

HoGeorge Katona, A Communication: Inflation and the Consumer,” Brookings
Paper ov boonman Aty 3: 1972, pp, 788-790.
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the tide. This favorable situation lasted until nearly the end of the
year and was deceptively conducive to an expansive monetary policy.

Monctary Policy and Business Activity under Controls. Notwith-
standing the squeerze of profit margins, the Phase 11 controls did not
produce the obvious restrictions on supplies that would be indicated
by shortages and black markets. There is little evidence, therefore,
that controls impeded the business recovery directly in the 1971-72
period.”” They may have done o indirectly by creating uncertainty.
The sluggish recovery of the first half of 1971 was no doubt pro-
longed to some extent into the third quarter by the uncertainties of
international finance and of the price freeze. But the dark clouds
soon deared, and the expansion began to pick up by the fourth
quarter. Then, in early 1972, 3¢ confidence grew that the economy
would not be hamstrung by vontrols and that controls would some-
how hold inflation in check, consumer expenditures rose and the
laggard business recovery took off. Industrial production spurted.
Real GNT rose 7.0 percent from the fourth gquarter of 1971 to the
fourth quarter of 1972. The increase in real GNP tor the two years
1070-72 was stronger than in the two years following each of the
cyclical recoveries beginning in 1954, 1058, and 1961, whereas com-
parison of real growth in just the first year of these recoveries shows
1071 to be the weakest. 1f a monthly indicator of real output (such
as industrial production) is adjusted for the effect of the General
Motors strike in the fourth quarter of 1970, the business contraction
has the characteristics of a “flat bottom” with the end of the bottom
occurring in August 1971, By this reckoning the recovery did not
get off the ground until almost two years after the peak in Novem-
ber 1969.

Monetary policy had been highly conducive to a vigorous recov-
ery in 1971, The money stock grew at a 6 percent rate during 1970
and 1971 following 2 3 percent rate in 1969, Predicted increases in
doliar GNP calculated according to the St. Louis monetary equation,
based on actual money stock and high employment federal expendi-
tures, are too high for the last three quarters of 1971 and way too
high for the third quarter. The SSRC-MIT-I'ENN econometric model,

16 There were ~pedial problems in lumber due to the profit ceilings. See “‘Lumber:
Fumblings ot the Visible Hand,” First National City Bank, Monthly Economic
Letter, December 1972, Yor other difficulties see “The Case Against Rigid Con-
trols,” by Assistant Secretary ot the Treacury tor Leonomic Policy bdgar R.
Fredler, in the 1Wall Street Journal, April 19, 1973, p. 20, and William Poole,
“Wage-Price Controls: Where Do We Go From Here?” Brookings Papers on
Econamic Activity, 1: 1973,
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in which the implicit lag in monetary effects is longer, also over-
predicts but by less.’? It is hard to know whether the international
crisiv and impaosition of controls accounted for this delaved recovery
despite the stimulative monetary growth, or whether other influences
were at work.

In anv ¢vent, the stubborn unemployment rate did not begin to
decline until 1972, and then slowly at first because of increased
growth in the labor force. This growth was finally absorbed, how-
ever, and by vear-end the unemplovment rate fell to 5.1 percent.
The dedine in unemployment occurred despite continuing large gains
in labor productivity. In the first three quarters of 1972 unit labor
costs advanced at the Jowest rates in many years, which made possible
the slower price increases, All this had been programmed by policy
makers to happen in 1071 But, for an administration facing an
clection in 1972, the long-sought improvement was most welcome.

Untortunately, satisfaction with the cooling of inflation in the
first halt of 1972 led monetary policy to err on the expansive side,
with disastrous results that did not become apparent until the year
was over. The attitude that fostered this error was prophetically
expressed at the beginning of the vear in the 1972 Annual Report of
the Council of Economic Adviscrs:

The establishment of the direct wage-price controls created
room for some more expansive measures, because it pro-
vided a certain degree of protection against both the fact
and the expectation of inflation. This situation had to be
approached with caution, because excessive expansion could

- make the price-wage control system unworkable. Still there
could be no doubt that the tolerable rate of expansion had
been increased.™

The half-hearted plea for caution in this statement went unheeded.

19 The prediceed and actual values are as follows:
Rate ot Growth in GNP, 197
{percent per vear)

1 i1l v

Acdtual To 5.4 8.3
St. Louis o8 124 9.1
SORC-MIT-PENN 8.7 0.5 10.4

from b, Gerald Corrigan, “Income Stabilication and Shosrt-run Variability in
Money,” Toderal Reserve Bank of New York, Montlily Review, April 1973,
pp. 87-98, Tables 1 and IV,

s Annal Report of the Conncil of Econonne Advisers, 1972, p. 09,
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In early 1972, anvious to speed the recovery of production, the
Federal Reserve Open Market Committee alled for “moderate”
growth in the money stodk, which apparently meant the same o per-
cent averaye rate achieved durmyg 1970 and 19710 But during the
vear the growth rate exceeded o percent in most months; it also
enperienced a sharp increase in July, which was not ottset in subse-
quent months, and again in December due in part to the Treasury’s
vear-end disbursement ot revenue-sharing checks to state and local
;;m-vxmm-nh- The overall resalt for 1972 was monetary growth of

3 pereent, and the increase tor the year from January to January
(\\Imh downplays the unintended December spurt) was still 8.2 per-
vent.

The business recovery, which had proceeded sluggishly during
1971 and pathered speed slowly during the first part of 1972, now
reached boom dimensions. Rmi GNP rose at an 8 percent annual
rate in the tinal quarter of 1972 and tirst quarter of 1973, Production
rose to near-capacity levels, tnggvring an expansion in business plans
for investing 10 new capacity. Although wholesale prices of crude
materials, toods in particular, had started rising rapidly in the latter
part ot 1972, they literally exploded in early 1973, Wholesale food
prices rose at an annual rate of 47.5 pereent seasonally adjusted in
the tirst halt of that year. Plausible-sounding explanations about
spedial supply conditions were oftered to minimize the inflationary
signiticance of skyrocketing tood prices. The chiet explanation was
the devaluation ot the dollar, first ir 1971 and again in January 1973,
which had brougit about higher domestic dollar prices for basic com-
modities traded on world markets.  Also, the special sale of U.S.
grains to Russia had reduced stocks, the beef-production cycle
reached one of its periodic low points, and weather conditions were
adverse for many tfarm products.

All these events contributed. Yet special conditions can always
be tound tor certain product: in a general inflationary upsurge.
Rising aggregate demand was the major factor. While the first
markets to reflect. the business boom were as usual those for basic
commodities, pressures on a broader range of prices came in due
course. Wholesale prices of industrial commodities rose 12.5 percent
at an annual rate seasonaily adjusted in the first half of 1973 com-
pared with 2.9 percent in the preceding half year. Even the less
volatile prices of finished manufactured goods took off. The whole-
sale prices of consumer finished goods excluding foods experienced
a rate of increase of 12.2 percent seasonally adjusted in the first half
of 1973 compared with 2.1 percent in the preceding half year and
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the rates tor producer-timshed goods were 3.2 percent in the later
pertod and 12 percent in the earlier period (not adiusted). These price
increases did not retlect temporary supply scarcities but the raging
mtation o o business boom,

Incredibly, in the tace of this new thrust of intlation, there was
<till o redoction in moenctary growth by mid-1073. Even should
it be reduced in the second halt of the vear, the usual lag in monetary
ettects of many months means that aggregate demand will remain
strony for all of 1973 and well into 1974,

How can the tailure of monetary policy to become even mod-
erately restuictive after mid- 1972 be esplained? Understandably, the
monetary authorities have not wished to thwart a business recovery,
and it s ditheadt to achieve restraint in monetary growth when a
Busines~ expan~ion is yaning strength. Reports of the Federal Reserve
Open NMarker Comnuttee indicated a desire early in 1972 for slower
monetary wrowth than was being achieved. In February the commiittee
began to state its monetary objectives in terms of reserves against
private nonbank deposits, a statistical refinement which seemed to
promise doser control over monetary growth, But rising short-term
rates led to caution in pushing restraint too rapidly - though some
members ot the committee voted tor a less expansionary policy. As
was to be espedcted ina strong business recovery, short-term interest
rates rose sharplve From a fow of almost 3 percent in February 1972,
Tieasury bl vields rose 1o 4 percent by fuly, to 5%2 percent in
eatly 1973 and above 7 percent in May, Although long-term bond
viclds cased during the second halt of 1972, they rose in 1973, The
carlier appoimntment of Chairman Burns to head the Phase 11 com-
mittee charged with bolding down increases in interest rates pro-
duced an unbeiptul conflivt of objectives here. Although the mone-
tary growth rate dedined somewhat during the second half of 1972
(exeept tor the spurt in December), a majority of the Open Market
Committee still harbored a traditional reluctance te abandon interest
rates to the pull of market torces,

These reasons, however, could only partly account for the failure
i achiove restraint tor a whole vear atter mid-1972 by which time it
had become dearly appropriate. Poliey pursued a goal of driving the
cconomy toward tull emplovment without regard for the lag in
monctary eifedts and for the need to slow the pace of economic
expansion as the poal was approached. Given the well-recognized
imprecison of torecasts and of monetary control over the economy,
such 2 oolicy invited a resurgence of inflation. When it burst out,
it was stronger than expected, but serious consequences should have
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been forescen. During the paintully slow progress against inflation
in 1909, 1070, and 1971, Federal Reserve and government authorities
pledped not to fritter away the hard-won gains and repeat the mistake
made in 1907 of overstimulating the o onomy Jas ot recovered. But,
in fact, the inflationary pressures which surfaced in carly 1973 were
much stronger than those which followed the monetary slowdown
of 1900-07. They were hardly the temporary bubble of unfavorable
supply conditions. The failure of policy in 1972 and early 1973 to
restrain monetary growth was a monumental blunder.

Phase 1T as the Culprit. In January 1973 the administration relaxed
the mandatory compliance of Phase I for all price and wage increases,
exeept in tood processing and distribution, construction wages, and
health services, and substituted guidelines for the rest of the econ-
omy. The Price Commission and Pav Board were abolished, and the
Cost of Living Coundil was authorized to see that the guidelines were
followed. There was no intention of policing the guidelines, but
mandatory condrols could be reinstated on particular sectors if the
puidelines were seriously breached, Pressure was to be applied pri-
marily to the largest corporations and unions, but it was not used
widely., Phase Il guidelines were not rigid and ofered more play
to market forces. They started as a cross between the voluntary
guideposts on wages and prices of the early 1900s, which had modest
eftects, and the mandatory but loosely entforced limits of Phase 1L

The timing ot the shitt to Phase [l led the public to believe
that prices spurted because of the removal of Phase I controls. The
amount of truth in this belief is miniscule. Although the ending of
Phase 11 allowed firms to post catching-up price increases, most of
the Jargest increases of early 1973 came in basic commodities which
were uncontrolled under Phase 1l Moreover, the pressures under
prices that surfaced in 1973 had been building up for some months
and would eventually have buckled the Phase II controls.

The administration ended Phase I in January 1973 under the
impression that inflation was subsiding (showing once again that
crudial economic turning points are seldom recognized at the time
they occur) and that the economy seemed ready for uncontrolled
prices, which the administration preferred. By chance, therefore,
Phase 11 ended betore its inability to contain a strong inflation was
revealed. In a few months the public was clamoring for a tightening
of price controls. The public outcry over soaring meat prices forced
the administration to freeze them in March, and the broadening
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inflationary pressures led to a second step back to vontrols in May,
namely, the requirement that corporations with annual sales over
5230 million yain prior approval of price increases above 1132 percent
ot the January 10 level,

During this period the administration resisted further increases
in the tederal budget and talked of applving monetary restraint to
moderate the boom. These policies, together with larger agricultural
supplies evpedted in the tall and continued moderation in wage
mcreases, were thought to promise o desired cooling of inflation by
the end ot the vear. It s true that some signs <till pointed to that
possibility, Qutput per man-hour for the private nonfarm sector
rose 4.3 percent at an annual rate in the first gquarter of 1973, up
trom 3o percent in the previous quarter, and this helped moderate
the increane inunit labor costs. While the comparable rate tor com-
pensation per man-hour jumped trom 7.0 percent in the preceding
guarter to 10.4 percent (Table 1), much ot this acceleration reflected
HNPedses 1 sovial secunity taves and overtime pav. For negotiated
wapses and benetits in the fitst vear of contracts covering 5,000
worthers or more in all industries, dedisions in the first quarter had
an annual rate of increase of 7.3 percent, the same as in the preceding
quarter and well below the rates of recent years, Wage increases for
nonunion workers in manufacturing also continued  to moderate.
But, as the economy approached full capacity, substantial gains in
productivity and continued moderation in wage demands became less
likelv, Although settlements during the first half of 1973 generally
staved wathin the guidelines, fears of union unrest figured prom-
mently in the administration’s willingness 1o tighten controls. As
the resurgence of inflation broadened (with some increases no doubt
ouctirring parily in anticipation of a change in Phase 11 rules), talk
of the need and possibility of a new set of controls spread.

In June, Phase HE ended with the imposition of a new freeze
on all prices and wages except tarm products (which were in effect
controlled by the imability of processors and  distributors 1o pass
dlony any oncreases). This was tollowed in August by a Phase TV
proyeam similar to Phase 110 The change in policy was intended to
cignal the tadure of Phase U1 and its replacement with a “certified”
prosram of vontrols. But Phase 1 mainly contirmed both the tailure
ol monctary policy to moderate agpregate demand and the wide-
apread appeal of ngid price controls despite the evidence of meager
previous accomplishments. While the tirst treese and Phase 1 did not
disrupt the coonomy because demand was generally slack, the second
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treeze and Phase 1V came when most markets were tight, For this
reason, thev are not able to aveid disruptions. There is also the
danger that controls swill further delav the pursuit of ettective mone-
tary restrant and so manage once again to produce just the opposite
of their intended eftect, -

Choosing a Sustainable Monectary Policy against Inflation. The
mistake ot policy had been to push the ecconomy toward full capacity
at top speed with little chance of slowing the expansion before it
burst into the sone of demand-pull intlation. This was simply reck-
less driving.  Policy can sately nudge aggregate demand a little
higher it the cconomy is growing at the desired speed along a path
considered too loswe But policy in 1972 faced the different and vastly
more diffiult task ot slowing a rapid expansion and then holding
it to the desited path after arriving there at an excessive speed. Long
laps i monetary eftects, which shorten the maneuvering time for
achieving the appropriate growth rate of aggregate expenditures,
can lead to such overshooting., The sharp braking of monetary re-
straint applied 1 response to overshooting can, further down the
road, predipitate another recession.

With the ecconomy again caught in a raging inflation, what
should monetary policy do? Although the objective is clear—to put
the cconomy on a growth path of stable prices and full employment—
the position of the best path is uncertain and subject to dispute.
Initiallv the administration had optimistically defined the optimum
growth path as 412 percent unemplovment and 212 percent inflation.
But latelv there has been a noticeable willingness to consider 3 to
312 percent intlation as a commendable achievement (which accept-
ance of 62 percent wage guidelines tor 1973 also implies). Further-
more, doubts over the 42 percent unemployment figure have grown.
Continuing structural changes in the labor force, particularly the
increased participation of women, suggest that normal turnover has
made the noninflationary rate of aggregate unemployment higher
than it formerly was. '™

Although the desirable trend level of aggregate demand is in
doubt, more confidence can be placed in the estimate of the rate of
growth along the desired path. At full capacity the growth trend
of output would be about 4': perient per year—-1% percent for
growth in the labor force adjusted for a secular decline in hours of
work and 235 percent for the long-run growth trend in output per

1 Gee William Fellner’s e+ -ay, this volume.
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man-hour (assuming no growth tor the government sector).®™ For a
target rate of prive increase of 212 percent, the appropriate rate of
increase in dollar GNP would be 7 percent per year, with smaller
rates tor any further dedines in inflation. To translate the GNP
target inte an appropriate rate of monetary growth, we may look at
the trend of money holdings, Since 1900 the ratio of dollar GNP
to the money stock has been rising by 112 percent per vear, slower
in the recession and faster in the recovery., For a boom year like
1973 with rising interest rates, the ratio might rise faster than trend
tfor a while, but there is no basis tor predicting a permanently higher
rate, Given 7 percent growth in GNP, the corresponding growth for
the money stock is 5'2 percent® A higher rate implies a faster
growth in dollar GNP,

Compared with these estimated trends, the growth rates of 1972
and early 1972 of 7-8 percent were too high and had 1o be slowed.
Morcover, expansions once under way have a self-propelling property
which makes an overstimulative policy cumulatively too strong, par-
ticularly tor «ensitive markets like basic materials.  Little can be
done about the next several quarters without a drastic shift in policy.
To avoid contributing to ¢viles of bust and then boom, the safest
policy would seem to be to adhere to the desired long-run monetary
growth rate of about 5 percent and let the inflationary resurgence
due to the previous excessive growth take its course.

Summary and Evaluation

Progress against Inflation. When the present administration took
oftice in 1909 and announced that curbing the inflation was its
number one domestic priority, it thought the job would take two
vears at most. The 1955-59 inflation, which stood as a warning to
this aptimism, was generally forgotten. Yet, the present inflation has
been even harder to subdue than previous ones, in part perhaps
because it had lasted longer. First the excessive growth in aggregate
demand had to be slowed by a cut in monetary expansion, The mone-
tary restraint initially tightened financial markets and after a delay

2 Thie v the tigure for productivity growth usually dited, The growth since
1955, hawever, suggests that 2% percent iv an overstatement, One projection for
the o704 v 2 percent per vear (see William D, Nordhaus, “The Recent Produc-
tivity Slowdown ” Brookmgs Papunrs o Econone Activaty, 30 1972, pp. 493-830),
It corredt, this lower tgure means that the corresponding tigures in the text
~haould be reduced by Y percentage point,

STOr 4% prrcent using the 2 percent projection tor productivity growth in the
previous footnote
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slowed cconomic activity, which produced the 1970 recession, From
the dedision to restrain the economy to the beginning of the recession
took a vear by iteelt. Then, to general dismay, prices rose just as
rapidly during the recession as they had before, carried along by the
momentum of rising wages, costs, and anticipations of continuing
inflation. The inflation rate reached a peak during 1970, but signs of
a Jhange in direction were undlear at the time, and no one could be
sure that it had actually occurred. Many people concluded instead
that the orthodos method ot fighting inflation by restraining aggre-
gate demand was a failure,

A process of unwinding the inflation was nevertheless at work
beneath the surface. Excess productive capacity brought about by
the business recession induced cost cutting. During the middle and
later stages of the inflation, profit margins had fallen to low levels,
and the recession-slack in demand and associated layoffs of workers
created the conditions for intensified efforts to hold down costs.
Output per man-hour, which had not advanced during 1969, began
to improve markedly. Such improvement is tyvpical of business con-
tractions and recoveries, and in this instance it started in the second
quarter of the recession, sooner than usual, and speeded up when
business recovered. Many of the benefits of cost cutting completed
earlier did not appear until later when production rose in the business
resovery without the need for a commensurate addition to the work
force. As productivity improved, unit labor costs decelerated appre-
viably despite the continuation of large wage increases. Initially this
jed to an improvement in profit margins rather than to smaller price
increases.  Historically, prices have reflected changes in unit costs
after a lag of several quarters, and here too the growth of productivity
exerted little restraint on price increases until the end of 1970, and
then not as muck at f 'st as in past cycles.

By 1972, thiee yeurs after the application of monetary restraint
in 1942, the cconomy was finally reuyvering from the effects on
output, and the inflation was half cured. The restraint had not been
extraordinarily severe, and the execution of policy in 1969-70 was
probably as competent as could reasonably be expected under prac-
tical circumstances. The problem had been the exasperaung delay
in getting results, a problem which indicates how long it takes to
formulate and execute a change in direction for the economy. It is -
sobering lesson for the future on the difficulties of recovering from
an inflationary binge.

Price Controls. Phases | and Il came in the midst of this process.
Their effect is not easily determined because inflation was subsiding
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and would have vontinued to do so, at least for a while, even without
controls and also because the strengthening business recovery during
1972 was bound to exert upward pressures on some prices that
vontrols could not hold back, Adding to the ditticultios of assessment,
the hev price indices dittered in their measurement of the timing and
extent of the initial deceleration. The CPl (excluding foods and
mortgage interest) decelerated from a o percent annual rate of
increase in 1970 to 412 percent by mid-1971, betore the imposition
of controls, and to about 3 percent thereafter. The GNP deflator,
on the other hand, decelerated from 3 to 2 percent per year, and the
reduction came after mid-1971, during controls,

To be eifective, controls have to hold down the advance of wage
costs, and the Pay Board’s success in chopping down some of the
eve-catching union wage demands has been cited in support of
Phase 11 But the deceleration of wage increases in the economy at
large was not great, and part of that reflected the slack in the econ-
omv. The increase in adjusted average hourly earnings fell from
7 percent in 19738 (o o percent or so in 19720 It took time to slow
the momentum of these increases, and, for some wages, the controls
did well at first just to impede further acceleration,

Although much of the initial business support for controls pre-
sumed that they would curtail wage increases, their main contribu-
tion was to hold back the improvement in profit margins (controls
had little to do with gains in output per man-hour). This effect could
not be permanent, since the widely imagined profiteering **~—an
obvious target for controls . did not exist. DProfit margins had
dedined sharply in 1909 and 1970 and remained low in 1971, They
rose moderately with the business expansion in 1972 and finally
spurted only with the surge of aggregate demand in the first quarter
of 1073, Sooner or later profit margins gravitate to their market-
determined levels. Controls can delay but not prevent those adjust-
metis,

However, a temporary reduction in the inflation rate achieved by
holding down profit margins might have lasting benefits if it con-
tributed to lower anticipated rates of inflation. This, in turn, would
reduce the upward pressure on wages and thence prices. Such a
contribution is the main rationale for controls. But the maximum
~ffect of Phase 1] on antivipations could not have exceeded the total
deceleration of wages of one percentage point —and was much less
I o Tou Hartis poll of 1,537 housholds roported on May 14, 1973 in ‘the
New York Post o (po o), oF percent said that middlemen and processors were a

“madjor cause’ of the rise i tood prices and an additional 21 percent «aid they
were a “minor cause.”
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than that it household surveys and the small drop in long-term
interest rates are the test. Apparently the anticipated rate of inflation
was generally not much greater than the rate that the controls were
expected to allow. Perhaps, too, anticipations of inflation played a
mudch smailer role in price and wage setting compared with catching-
up adjustments than this rationale for controls presumed.

Whatever limited etfect controls had under the conditions of
slack demand in 1971-72, a return to a freeze and rigid controls in
the tight markets of 1973 makes no sense. Yet, despite the near-
unanimity of protessional economists that controls are not effective
against demand-pull inflation, they have enormous appeal to the
general public. The public believes that the relaxed Phase Il controls
were responsible for the surge of prices in 1973, Although the busi-
ness community is now disillusioned with guidelines on prices, con-
sumers want rigid controls and got them in June.

Monetary Policy. The price surge of 1073 did not result from the
relaxation of Phase 11 controls, however. The business recovery,
pushed along by stimulative monetary and fiscal policies during 1972,
gradually gained strength and by vear-end ran into demand-pull
inflationary pressures  The devaluation of the dollar and special
supply vonditions contributed to large price increases in certain sec-
tors, but the basic explanation was the brisk business expansion.
Even had Phase Il controls still been in effect during the first quarter
of 1973, they could not have contained the spectacular increases in
the priv os of basic commodities, for these commaodities were exempt
under thoso controls,

Controls had the perverse eftect of encouraging an overly expan-
sive monetary policy. They led the authorities to believe that little of
the monetary stimulation of aggregate demand would affect prices
and nearly all of it would go to raise output. Monetary growth had
averaged 6 percent per year in 1970 and 1971, which was reasonable
for those vears of slack demand. But it speeded up to 8 percent in
1972 and continued at 7 percent in the first half of 1973, To avoid
overstimulation of the economy, policy should have slowly reduced
monetary growth during 1972,

The failure to do so appears to be yet another case of the lag
in monetary effects tripping up policy objectives. The previous case
occurred during the mini-recession of 1967 when policy turned
sharply expansive to stiraulate economic recovery, only to find a year
later that it had fueled another round of inflation. Policy makers
vowed not to make that mistake again. The resurgence of inflation

33




PHILLIP CAGAN

in 1973 shows that they have been no more successful this time. A
flexible policy is supposed to avoid the cycle of bust to curb inflation
followed by boom-producing expansions to speed the ensuing recov-
ery. But a flexible policy is subject to the hazards and pressures of
dealing with economic developments as they unfold. We are now
back on square one in the battle against inflation, and the cumber-
some reliance on government fiat to control prices only adds to the
tragic consequences.
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GRADUALISM AND THE
NEW ECONOMIC POLICY

Fiscal Economics in Transition

Charles E. McLure, Jr.

The Nixon administration’s carly efforts to climinate infla-
tion through conventional techniques- of demand manage-
mont, without resart to incomes policy, failed, at least in the
specd with ohicly thew brought results, Despite the economic
softness that developed in 1970 and continued into 1971,
fiscal stimulus was avoided in the namye of fiscal responsi-
bility. A presumptive rde of balance in the full-employ-
ment budget should not prohibit discretionary fiscal policy
when the cconomy is far from its target path. Finally,
unless diligent efforts are made to maintain fiscal discipline,
the nation faces the prospects of excess aggregate demand,
rekindled inflation, and a subsequont recessionary adjust-
ment. The confrontation between the Congress and the
President over control of the budget shows dramatically
the need for budgetary reforms that would provide fiscal
discipline in the long run and flexibility in the short run.

Introduction and Conclusions

As 1973 began, public debate on fiscal policy centered upon how the
full-employment budget could be kept in rough balance. The growing
strength of the recovery from the 1970 recession suggested that well
efore the end of the year fiscal restraint would be needed. Yet, it
did not appear likely that such restraint would materialize in the
absence of a confrontation between the President and the Congress.
In particular, in an environment in which the President did not want
to divert a higher proportion of national output to (or through) the
federal treasury and the Congress seemed to lack the will to raise
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taves, even if it desired higher tederal spending, the debate focused
upon control of the federal budget. Simply put, at the end of 1972,
the President had vetoed appropriation bills that he considered
eatravagant and had refused to spend appropriated funds in other
cases. He daimed that these actions were necessary in the interest of
fiscal responsibility, since the Congress seemed unable to hold total
appropriations within the limits posed by full-employment revenues.
Many observers viewed the President’s actions as a usurpation of
congressional prerogatives, and even ivore charitable observers feared
a grave constitutional crisis.

The second major issue was whether or not the United States
should continue, more or less permanently, the wage and price con-
trols that were imposed as a freeze in August 1971, continued in a
looser form by the Pay Board and Cost of Living Council under
Phase 1T of the New Economic Policy (NEP), and finally relaxed still
further in Phase [1I. Manv economists believe that such controls can
onlv work on the outward symptoms of inflation, and may do more
harm than good. But many others, and especially many non-
economists, probably feel that controls should be given much of the
credit for whatever progress has been made in the fight against infla-
tion and that some form f controls should be kept in the stabilization
arsenal, if onlv on a standby basis.

In addition to the hotly debatsd questions of who controls—or
should control.  the public purse strings in the United States and of
whether the United States should have a permanent incomes policy,
several other questions have recently received considerable attention
from economists. Perhaps the most basic of these is the choice of an
unemployment rate to serve as the target of stabilization policy.
Most economists agree that an unemployment rate of 4 percent-—the
“interim goal” set a decade ago by the Kennedy administration--is no
longer consistent with price stability, if ever it once was, due to shifts
in the composition of the labor force. One group of economists-—
whom for short we can call “non-accelerationists”’- -would argue that
cven if this were true, we need only choose a new optinial point on
the shifted Phillips curve relating unemployment rates and (steady)
rates of inflation, while continuing to improve the trade-off through
structural policies. On the other lLand, the “accelerationist” school
denies that there exists a stable Phillips curve in the long run, arguing
that if the unemployment rate is pushed below its natural level by
aggregate demand, inflation will accelerate, rather than maintain a
constant rate. Some members of this school go on to argue that if the
global unemployment rate is to be reduced to anywhere near the
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14 percent level without setting ot an accelerating inflation, it will be
necessary to take direct actions to reduce the unemployment rates
amony those groups who have historically experienced the highest
rates of unempioyment and who no.v comprise a larger share of the
labor torce than in the recent past!

A second area of investigation that has been receiving increased
attention trom economists is how to make the economy Lelf-stabilizing
by instituting certain rules of fiscal “formula flexibility.”” This atten-
tion is predicated upon the historical evidence that policy makers
cannot be trusted to take timely action to offset developing cyclical
swings in the economy and that the esisting built-in stabilizers are
not likely by themselves to provide sufficient stability. Simply put,
formula fenibility would provide that automatic variations in tax
rates and expenditures would be induced by rises and falls in the
level ot economic activity:,

These and other problems in the 1973 fiscal arena differed some-

what from the ssues during most of the previous decade. Whereas

professional opinion in carly 1973 showed strong agreement that
expansion was proceeding too rapidly and threatened to get out of
hand, ten vears ago economists were in general agreement that an
overly restrictive fiscal policy was preventing the attainment of full
emplovment and was stifling economic growth, But they disagreed
upon whether fiscal policy should be active or passive once full
emplovment was attained. When taxes were cut in 1964, the economy
responded strongly, as expected. But before it became necessary to
define the full-emplovment level of output more precisely than in
terms of an interim goal of a 4 percent unemployment rate and before
we had time to gather evidence on whether fiscal policy at full
emplovment  however defined - should be active or passive, we were
faced with anotber issue. Just as the 4 percent unemployment rate
was reached, spending on the Vietnam War and the Great Society
increased and the foremost fiscal question became whether the United
States would have the will to raise taxes or forgo some federal
spending. When that question was answered in the negative, inflation
began. And when the Federal Reserve attempted to buck the tide of
fe teral red ink in 1966 by hauling in on the monetary reins, another
question in the sphere of stabilization policy was answered. Money,

! A hybrid view holds that a stable Phillips curve exists for fairly high levels of
the unemployment rate and low inflation rates), but that once the unemployment
rate nears 4 percent, intlation will begin to accelerate. This theory is presented
in Otto Lokstein and Roger Brinner, The Inflation Process in the United States
(Washington, D. C.: joint Feonemic Committee, 1972), along with references to
other literature on the subject.

37

RIC

Aruitoxt provided by Eic:



CHARLLS |, MULURE, IR,

as well as tiscal policy, matters  but it matters especially for housing
and state and local governments. When taxes were finally raised in
the middle of 1968, we got an answer for a question that few had
bothered to ask. Temporary changes in income tax rates seem to
have had relatively less impact on personal and corporate spending
than had been expected.

The Nivon administration’s tenure in the White House began
with a pronouncement of faith in the ability of aggregate stabilization
policies gradually to reduce the rate of inflation to acceptable levels
without causing an unacceptable rise in the unemployment rate and
a disavowal of the use of any Kind of incomes policy. The experience
of two-and-one-half years of “gradualism” cast considerable doubt
upon the wisdom of fighting inflation through monetary and fiscal
policy alone and, in August 1971, the Nixon administration imposed
a ninety-day freeze on prices and wages. During 1972, significant
progress was finally made against both inflation and unemployment.
More progress was expected in 1973, but an unfortunate combination
of supplv-related pressures on prices (especially for food and fuel) and
the threat posed by an overly rapid expansion now cloud the picture.

As the unemployment rate falls below 5 percent, the “terms of
trade”’ between unemployment and inflation, if indeed there are any,
will come under increasing scrutiny, as will the question of whether
fiscal policy should be active or passive. But foremost in everyone’s
mind for the immediate future will be the resolution of the power
struggle between the President and the Congress for control of federal
spending. Even so, it seems worthwhile to glance back at the experi-
ence of the last four years to see what lessons for the future can be
learned from the conduct of fiscal policy during that period. The
purpose of this essay is to provide such a backward glance. The first
section reviews briefly the highlights of the economic doctrines,
policies, and performance of the Kennedy-Johnson years in order to
provide a historical backdrop for what follows. Since a previous
essay in this series covers these years in detail, the review here is
briet indeed and can be passed over by readers familiar with the
economic history of the period.” The second section reviews in some-

¥ Charles ¥. McLure, Jr, Fiscal Failure: The Lessons of the Sixtics (Washington:
American Enterprise Institute, 1972), also published as a chapter in Phiilip Cagan,
Marten Estey, William Fellner, Charles E. McLure, Jr., and Thomas Gale Moore,
Economic Policy and Inflation in the Siaties (Washington: American Enterprise
Institute, 1972), pp. 7-87. Reterences are kept to a minimum in the first and
second sections since the subjects discussed there are covered in greater detail
in this eatlier eseav. Throughout this essay, all references to budgetary magni-
tudes are to the government «cctor of the national income accounts (NIA) unless
the contrary is stated explicitly.
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what greater detad the stabilization polivies followed by the Nixon
administration betore Auguet 1971 though this period is also covered
by the carlier essav. Eaperience since the freese is discussed in sub-
stantially greater detail nest and the tinal section otters an assessment
of tiscal policy since 1909 The remainder of this introduction sum-
matizes the most important condlusions of the essay,

First, there can be little doubt that the initial Nivon ettorts to
disinflate and restimulate the economy during the period before
August 1971 were a failure, if only in the speed with which they
bore fruit. Although the unemplovment rate rose to the neighborhood
of o percent, the rate of intlation <howed little inclination to fall
quickiy to acceptable levels in response to intentionally engineered
softness in the economy. Second, it is unfortunate that Nixon -did
Jhot adopt some variant of an incomes policy earlier, once excess
aggregate demand had subsided. Attempting to squeeze inflation out
of the economy through demand management policies alone aggra-
vated both the depth and length of the recession and the slowness
of the recovery followed. And because of the impact upon
expedtations, it is woubly unfortunate that Nizon announced shortly
after coming to the White House that he would not interfere in
private wage and price decisions.

Third, over much of the Nizon period before August 1971 fiscal
policy was too restrictive. This is in part the natural conseguence
of the decision to fight inflation solelv through demand management,
without an assist from any kind of incomes policy. But it also reflects
the development of a new fiscal orthodoxy which demands that,
except in emergendies, expenditures (unified budget) should not
exceed the revenues that the tax svstem would vield if the economy
were operating at tull employment. As a general presumptive rule,
budget balance at full employment makes sense and is vastly superior
to the old orthodoxy that required balance in the actual budget. Had
it been adhered to, such a presumptive budgetary rule would have
prevented rauch of the inflation that began in 1966. And of more
immediate relevance, it would contribute to the maintenance of
fiscal responsibility in 1973 and beyond. But it does not seem wise
to prohibit ourselves from using discretionary fiscal policy in a situa-
tion such as prevailed during late 1970 and early 1971,

Our fourth conclusion is, then, that we should adopt a presump-
tion that the unified budget should be in rough balance at full
employment, but that we should stand ready to use discretionary and
temporary tax changes when necessary to keep the economy close
to the target path. As has been proposed so many times in the past,
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these could be across the board (positive or negative) surcnarges on
the income taves, imposed at the President’s discretion but subject to
congressional approval. Going a step further, consideration could
be given to a variable tax subsidy for business fixed investment and
expenditures on consumer durables or to formula flexibility, under
which tax rates would vary automatically with economic conditions,
In any event, dedisions about the level of taxation that is appropriate
for short-run stabilization purposes should be divorced from decisions
about the optimal level of taxes and expenditures in the long run,
this latter being based on the desirability of various government
programs,

Finally, institutional innovations are necessary to improve deci-
sions on the proper level of taves and government expenditures and
to ensure that in normal (tull employment) times taxes cover expendi-
tures. The twin specters of congressional unwillingness to raise the
taxes needed to pay for programs authorized and presidential usurpa-
tion of the tinandal prerogatives of the Congress are both unaccept-
able and fraught with danger.

Kennedy-Johnson Economics

When John Kennedy became President in 1961, the U.S. economy
was operating at well below its potential ind had been doing so for
three years. Reflecting the relatively depressed level of cutput, the
unemployment rate for those three years had averaged almost 6 per-
cent and it rose during 1961 to average 6.7 percent for the year as a
whole. On the brighter side, prices were relatively stable over this
period, again reflecting the low level of economic activity and: the
absence of demand-pull pressures.

The New Economics. The economists advising President Kennedy
argued - and most other economists agreed—:hat the economy’s
failure to operate at capacity could be traced directly to an overly
restrictive fiscal policy. During 1900 and 1961, for example, the
federal sector of the national income and product account would
have shown an average surplus of $11 billion, or 2.2 percent of
potential GNP, if the economy had operated at full employment.
That the budget (NIA basis) was approximately in balance for the
two years reflected the shortfall in revenues produced by the failure
of potential output to be achieved, not a “neutral” fiscal policy.
Because this high full-employment surplus constituted unhealthy
fiscal restraint, the argument went, taxes should be cut—-as they were
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in 1964 in order to reduce the tull-employment surplus and allow
the economy to reach full emplovment, which at that time was taken
tentatively to be 4 percent. Monetary policy would be largely “accom-
modative,” by allowing the expansion to proceed without being
choked oft by high interest rates.

As unemployment was reduced, it would be necessary to know
the shape of the Phillips curve, which showed the trade-off between
inflation and unemployment, in order to determine whether the
unemployment rate could be pushed below the 4 percent interim
target without generating inflationary pressures. As the unemploy-
ment rate was reduced, inflationary pressures would grow. But these
pressures should not be great if full employment were approached
gradually, especially in the final stages of the approach. Moreover,
it was believed that wage-price guideposts and presidential jaw-
boning <ould (ontribute significantly to the prevention of inflation
stemming trom above-average price and wage increases in con-
centrated portions of the economy. Once full employment was
reached, the cconomy would be Kept on or near the growth path of
potential output by the timely application of the fiscal stimulus or
restraint indicated to be necessary by econometric forecasts of eco-
nomic conditions.

There were, of course, dissenting views from the glowing picture
of an economic Camelot painted by the Kennedy Council of Economic
Advisers. The most important of these was the one associated most
commonly with Milton Friedman and with the Committee for Eco-
nomic Development (CED) and its research director, Herbert Stein.
Though the Friedman and CED views were not identical, they shared
the belief that discretionary fiscal policy is as likely to be destabilizing
as stabilizing, and that it is likely to have a natural bias toward full-
employment deficits and inflation. From this belief it was concluded
that tax rates and expenditure policies should be set so as to yield
rough balance or a small surplus at full employment and not varied
for countercyclical reasons. Fiscal policy would contribute to the
maintenance of economic stability only throus n the built-in stabilizers
in the budget, inherent especially in the responsiveness of tax rev-
enues (at unchanged rates) to changes in economic activity. Of
course, advocates of the so-called stabilizing budget agreed with their
more activist colleagues that a reduction in the full-employment sur-
plus was needed in the early 1960s, even though they disagreed as
to the course policy should follow once full employment was neared.

Origins of Inflation. Taxes were cut in 1964 and the economy behaved
much as had been predicted by the so-called new economics. By the
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end ot 1903, the unemployment rate stood at 4.0 percent. Equally
important, this impressive result had been achieved with little cost
in terms of a higher rate of inflation. Though the economic advance
in Jate 1903 was somewhat more rapid than expected or desired, it
seemed reasonable to behieve that slight pressure would be applied
to the fiscal brakes in order 10 allow the cconomy to slide smoothly
onto the long-run path ol potential vutput without creating serious
inflationary pressures,

This beliet was short-lived. Although expenditures for the Viet-
nam War and domestic Great Sodiety programs wete rising rapidly,
President lohnson refused to request in ecarly 1900 the tax increase
his cconomic advisers warned was necessary if inflation was to be
avoided.  In addition, and perhaps as a direct result of this fiscal
inaction, businessmen alded fuel to the developing inflationary fires
by investing heavily in plant and equipment, sensing that demand
would be strong for the foresceable future. Through most of 1966
only the Federal Reserve resisted strongly the trend toward inflation-
ary encess appregate demand, holding down the growth in the money
supply in the face of increasing demands for credit. This abandon-
ment of an accommaodative monetary pulic_v sent interest rates soaring
and residential construction plummeting.  Even so, the unemploy-
ment rate tell below the interim 4 percent goal, to 3.8 percent, for
the vear as a whole, More important, the consumer price index (CPl)
and the implicit GNP detlator both rose by over 3 percent during
1900, Finally, by the end of 1900 wage-price guideposts and jaw-
boning had lost whatever etfectiveness they had had in the war
against inflation, though the Coundil of Economic Advisers continued
to announce guideposts throughout the remainder of the Johnson
administration and even in its 1909 annual report.

The end of the investment boom, which may simply have run
its course or may have been stifled by the temporary suspension of
the investment tax credit in late 1900, together with a sizable in-
ventory adjustment and continued weakness in homebuilding, pro-
duced g slight downturn of coconomic activity in early 1967, despite
the continuation of a strongly expansionary fiscal policy, Never-
theless, it was predicted that recovery in the second half of the year
would be strong, and in his 1268 budget message, President Johnson
requested a o percent income tan  surcharge, to be effective
Tuly 1, 1907, Administration cconomists hoped that finally they could
put the economy on its long-range growth path of full employment
with price stability, despite the difficulties of doing so in the presence
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ot the increasing commitment to the Vietnam War and domestic
sovial programs,

Once again the economists’ hopes were thwarted by political
realities. Partly because of reluctance to raise taves before it saw
hard evidence that higher taves were needed and partly because of
disagreement with Johnson as to the importance of higher expendi-
tures for the Vietnam War and domestic programs, the Congress
delaved passage of the surcharge  which it finally enacted at a
10 pereent rate  until mid-1908. Because of this delay, the full-
emplovment defivit rose to average over $11 billion (at an annual
rate) during the four gquarters immediately preceding imposition of
the surcharge. Such a strongly stimulative fiscal policy coming at
a time of high employment and renewed strength in private demand
was to have woetully predictable results.

What scems not to have been fuily anticipated, however, even
by most professional economists, was the relatively small impact the
surcharge would have on private spending in the short run. House-
holds appear to have reacted to the surcharge by saving less, as much
as by consuming less, and corporations continued to invest at a high
rate in spite of the surcharge. Morcover, the Federal Reserve, fearing
that the disinflationary medicine would be too much for its over-
heated patient, reacted to the surcharge by expanding the money
supply at what turned out to be a much too rapid rate. Because of
the delay in passing the surcharge and because of the surcharge’s
weakness and the perversity of the monetary policy accompanying
it, unemployment during 1968 averaged only 3 6 percent of the labor
force and inflation accelerated. (From December 1967 to Decem-
ber 1908, the CPl and the wholesale price index (WPI) rose by
4.7 percent and 2.8 percent, respectively,) But perhaps more impor-
tant in retrospect, though more difficult to measure even now, Amer-
icans seemed increasingly to have come to view inflation as an
ordinary, if not pleasant, part of life during the late 1960s.

In summary, the 1964 tax cut produced the welcome advance to
high employment that had been predicted, and apparently with little
pressure on prices. But the failure to raise taxes to finance increased
spending on the Vietnam War and domestic programs allowed the
full-employment budget to shift far into the red and drove the econ-
omy well beyond the mere achievement of full employment. As a
result, excess aggregate demand caused inflation to begin and then to
accelerate, and the guideposts ¢crumbled. By the time the surcharge
was passed in 1968, inflation was proceeding at a rapid rate and
strong inflationary expectations had been generated. Finally, the
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surcharge had substantially less impact on spending than might have
been expected, perhaps in a large part due to the shift to a highly
expansionary monetary polivy that accompaniad its passage.

Lessons of the Sixties. The intlationary experience of the late 1960s
provided us with some important new information about the economy
in some areas, but left us with a substantial amount of uncertainty
in others. One critical picce of economic information that the infla-
tionary tiasco ot the late 1900s prevented us from obtaining was
direct evidence on the trade-oft between price stability and high
employment. It seems possible that in the mid-190s a 4 percent
unemployment rate could have been maintained indefinitely without
serious  pressure on prices, espedially if it had been approached
pradually and if active measures were taken to improve the unem-
plovment-intlation trade-off. And it is even possible  if less likely- -
that the unemployment rate could have been safely pushed somewhat
below 4 percent, provided it were reduced very slowly and carefully.
Certainly it could not be pushed down quickly, as it was in 1966 and
1908, without disastrous ettects on the rate of inflation.

The experience of the late 19605 should have settled rather con-
vusively one of the more curious debates in modern economics. The
1900 credit vrunch, which slowed the growth of aggregate demand
in the face of a highly expansionary fiscal policy and which was
repeated in a somewhat difterent form and intensity in 1969, showed
convincingly that “money matters.” But this and the later experience
revealed that, due in large part to institutional rgiditics, money
matters most to residential construction and state and local govern-
ment finanding, an allocative result that some observers have con-
duded renders extremely tight money an unacceptable means of
controlling aggregate demand.”

While the experience of the late 19605 showed conclusively that
money matters, though unevenly, it did not similarly provide a con-
dJusive test of the efficacy of an active fiscal policy of the type
espoused by the Kennedy-Johnson economists. The nation was not
allowed to gain experience under an activist fiscal policy operating
in an environment of full employment achieved gradually and with-
oui inflationary pressures.  Just as full employment was being
ihee, tor example, the discussion by Arthur M. Okun, “Rules and Roles for
Fiscal and Monetary Policy,” in James [. Diamond, od., lisues in Fiscal and
Monetarse Policy. The Telectic Feononnst Views the Controversy  (Chicago:
De Paul Umiversity, 1971}, pp. 51-74, esp. pp. 54-55, The institutional rigidities

inddude maximum interest rates that can be paid on state and local debt and
charged on T HA mortgages.
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achieved, tiscai policy assumed o stance that President fohnson’s
advisers knew was inappropriately expansionary and invalidated the
test. The advodate of activism in tiscal policy might plead that both
the intlation and the tadure ot the 1968 surdcharge to have the antici-
pated ettect should be traced 1o the politaans who allowed escess
demand to build up and not to the new economics, since the latter,
it followed consistently, would have prevented the inflationary binge
and made the surcharge unnecessary,

In response to this ine ot thought, the advocate ot the stabilizing
budget approach to tiscal policy: might note that his advocacy was
based in part precisely upon the danger that when it mattered most,
political torces would prevent required fiscal steps from being taken.
Acvcording to this view, the inflation of the i200s far from invalidat-
ing the test of the new cconomics, should be iterpreted as a low
score on the test,

On the basis of evidence from the late 19008, advocates of the
CED rule seem to have been correct.' Certainly the CED rule that
the full-emplovment budget should show a slight surplus at full
employment, had it been tollowed, would have prevented the mas-
sively intlationary deticits at (more than) full employment that oc-
curred. But as even the architects of the CED rule (especially Herbert
Stein) have argued, it is not obvious who could have imposed such a
rule upon the Congress and the President, or how. Quite possibly
the same influences that prevented the appropriate fiscal actions from
being taken between late 1965 and mid-1908 in the absence of a rule
requiring that the full-employment budget be in approximate balance
would have caused the rule to be broken, if it had existed.

In <hort, those who entered the 1960s with high hopes for the
stabilizing possibilit,es of an active fiscal policy had those hopes
treated rather badly, first by fiscal inaction originating in the political
sphere, and then by the weakness of the impact of the 1968 income
tax surcharge on aggregate demand. The experience must have
caused almost all advocates of the new economics to temper with
caution their enthusiasm for the possibilities of “fine tuning.” And

Fln personal conversation with the sathor, Trank WY, Schiff, chict economist for
the CHD, has taken exception to the repeated reterences to the CED rule in
Molure, Fiscal Fadure: The Lessons of the Sixtics, because the CLD in its policy
statement, Fiscal and Monetary Policies for Steady Economic Growth (New York,
1909), had recogmized that stabilization objectives may call for discretionary
fiscal actions to supplement the built-in stabilizers in the budget. Reference in
the carlier eosay was, of course, to the CEFD rule as it had esisted throughout
most of the 1900« and as it was commonly understood by the public, The
importance of moddications to the original rule and their relation to the policies
of the current administration are discussed below,
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it demonstrated quite Jdearly the dangers of ever letting the economy
become overheated by pursuing an overly expansionary fiscal policy.
Experience under the surcharge suggested that the success of “fine
tuning” was hikelv to be greater it the “coarse tuning” knob had
not fist been twisted violently.

The Game Plan of Giadualism

By the time Richard Nixon became I'resident in 1909, the nation had
returned from the fiscal insanity of the 1966-08 period. The tax
surcharge and espenditure controls possed in 1968 had reduced the
full-emplovment deficit from almost $11 billion (at an annual rate)
in the first half of that vear to just over $4 billion in the second half,
and for 1909 as a whole the full-employment budget showed a sur-
plus ot $11 7 billion.™ Partly offsetting this tight fiscal policy, which
resulted in part from the continuation of the i percent surcharge
until the end of 1969, was a marked loosening of monetary policy by
the Federal Reserve in late 1968, Due to the fear of fiscal overkill,
the money supply was allowed to grow almost twice as fast during
the second half of the year as during the first.

President Nixon’s economic advisers believed that by continuing
this restrictive fiscal policy --which would now be combined with
tight money---they could eliminate the excess aggregate demand that
had spawned the inflation, and do so without inducing any important
rise in the unemployment rate. After a short period of relatively
harmless disinflation during which inflationary expectations would
be broken, prives wouid b rising substantially more slowly than
before and the economy could be restimulated to put it on the path
of full employment and price stabil‘ty. The quest for a fiscal Camelot,
at least, had become a bipartisan objective.

As first steps in implementing this policy, the Nixon administra-
tion announced its support for the extension of the surcharge through
the middle of 1970, its intention to hold federal spending in fiscal

S The 1908 figures are from Arthur M. Okun and Nancy H. Teeters, “The Full
Employment Surplue Revisited,” Brookings Papers in Economic Activity, 1: 1970
{Washington, D. C.: The Brookings Institution, 1970), pp. 104-100, and the 1969
tigures are from the Awasat! Report of the Council of Feonomue Advisers, 1971
(Washington, D, € US. Government Printing Office, 1971), p. 7% The figures are
not guite consstent, in that the CLA estimate of the full-employment deficit for
1908 av a whole is $0.0 billion, whercas the Okun and Teeters estimate is
§7.0 billion. Similarly, the 1969 estimate by Okun and Teeters is only $9.8 billion.
But the two sets of figures tell the same story in gencral terms,
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1970 some $2.4 billion below the amount requested in the final John-
son budget, and its desire to see the 7 percent investment tax credit
removed trom the books, this last to be a permanent change. For its
part, the Tederal Reserve strongly reversed directions and, during
1909, the money supply grew by barely 3 percent.

Initially this policy of gradualiom was generally accepted as
beirg reasonable in broad form (if not in terminology) by niost
ecoiromists. Vhere President Nivon's advisers and their Democratic
counterparts dittered were (1) on the conduct of policy after reason-
able price stability and full emplovment were attained and (2) on the
useiviness of wage and price guideposts or controls.

Not surprisingly, the Nixon Council of Fconomic Advisers, in
which Herbert Stein assumed primary responsibility for fiscal policy,
carlv announced a goal for budgetary policy that resembled closely
the CED rule” It explicitly eschewed the activist fiscal stance em-
braced by its predecessors under the unfortunate name of “fine
tuning,” though in fact the tightrope it hoped to walk in the return
te full employvment and price stability was exceedingly thin.

Moreover (and ironically when seen in retrospect), the Nixon
administration almost immediately upon assuming office announced
that it would use neither wage-price guideposts or controls nor pres-
idential jawboning in its efforts to halt inflation. This disavowal of
anv form of incomes policy, which was gratuitously repeated many
times and roundly criticized by Democrats, was based upon several
fundamental beliefs, These were (1) that an incomes policy could
have no real and lasting o'fect on the rate of inflation so long as
inflation was due to excess aggregate demand; (2) that stch a policy
would be unnecessary once aggregate demand was reduced to a level
consistent with full emplovment and price stability, as softness in
Jabor and product markets would automatically and fairly quickly
reduce the rates of price and wage increases to acceptable levels; and
(3) that by interfering with the free market allocation of resources
an incomes policy maintained for any length of time would be
positively harmful.

Ibe Gradual Effects of Gradualism. The combination of tight mone-
tary and fiscal policies pursued during 1969 did have the desired
effect of slowing the growth of GNP, though the effect was slow in
coming and was felt more in terms of slower real growth than in
terms of lower rate of inflation. In real terms, GNP grew by only

4 See Annual Report of the Council of Economic Advisers, 1970, pp, 67-68.
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2.7 percent in 1969, well below the long run potential rate, estimated
at 4'3 percent, and in the fourth quarter real output was actually
slightly below its third quarter level. Even so, the unemployment
rate was 2.5 percent in December. Moreover, the rate of inflation
showed no indlination to fall, and in fact the rate of price increase
accelerated somewhat over its 1908 level. Finally, the effects of mone-
tary restraint were felt primarily in the markets for staté local
securities and capital projects and in meortgage lending and residential
construction,

Nixon's Council of Economic Advisers proposed in its 1970
annual report to continue the policy of gradualism it had followed
during 1969, Under this policy softness would be allowed to develop
early in the year, in order to reduce inflationary pressures and infla-
tionary expectations. Then recovery in the second half would prevent
unemployment from rising to unacceptable levels. For the year as a
whole an unemplovment rate of no more than 4.3 percent and a rate
of inflation of about 4.4 percent, as measured by the GNP deflator,
were expedted.

In operational terms, this meant that a modest surplus in the
unified budget would be combined with “moderate monetary re-
straint” in 1970, This combination, it was claimed, would allow both
achievement of the target path of GNP and the recovery of residential
construction and state and local borrowing, which had been especially
hard hit by the monetary restraint of 1969. Strangely enough, the
1970 annual report of the CEA, written in large part under the direc-
tion of Herbert Stein, one of the early architects of the concept, con-
tains no estimate of the balance in the full-employment budget. But
Okun and Teeters estimated that the full-employment budget would
show a surplus of $10 billion for the vear as a whole.” This did not
appear too restrictive at the time, as most economists agreed that
any slowdown would be mild.

The economy’s parformance was even more disappointing in
1970 than it had been in 1969, The GNP deflator vose just as
rapidly by 5,3 percent-—as in the previous year. And the unemploy-
ment rate rose to an average of 4.9 percent for the entire year, and
stood at 6.2 percent at the end of the year. In real terms, GNP was

" Okun and Teeters, “The Full Lmployment Surplus Revisited.” In response to
questions posed in the Joint Feonomic Committee’s hearings on its Annnal Report,
the CEA did offer both some alternative estimates of the full-employment surplus
and a discussion of why such estimates were a particularly unsatisfactory
measure of the state of the budget at that time. Some of these points also
appear in Okun and Teeters, ibid,
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below its third-quarter 1909 level in each quarter of 1970. Though
the tigures for output were made worse by the General Motors strike
in the fourth quarter, there could be no doubt that the Nixoa policy
of gradualism was attecting real output and the unemplovment rate
much more strongly than it was attecting the rate of inflation -and
also much more strongly than had been expected. Even so, the situ-
ation on the output and employment side, it not on the inflation side,
would probably have been even worse it the full-emplovment surplus
had not fallen by $3.5 billion in the course of the vear, to $0.7 billion,
because of the administration’s inability to hold spending within the
limits it had set for itself. In retrospect, even this full-employment
surplus seems to have been too large and the administration’s dogged
commitment to budgpetary restraint ill-advised, given the continued
weakness of the economy. Moreover, the 5': percent increase in
the money supply might have been somewhat below the rate that
would have been appropriate, given the continuing rate of inflation.
In its 1971 annual report the Coundil of Lconomic Advisers
repeated its determination to follow the initial game plan of gradual-
ism, though the Anmserican public must have felt by then that the
administration was playing in economic overtime, In a forecast that
was as much a target as a prediction and that many outside observers
believed must have been mandated by the White House, the CEA
predicted that GNP for 1971 would total $1,065 billion. This, it
announced, would be “consistent with satisfactory progress towards
.. an unemployment rate in the 472 percent zone and an inflation
rate approaching the 3 percent range by mid 1972.” " Not surpris-
ingly, this extremely optimistic GNP forecast, and with it the corol-
lary effects in terms of inflation and unemployment, met with general
disbelief on the part of forecasters whose GNP figures were bunched
fairly tightly in the range of $1,045 to $1,050 billion. Much of the
skepticisns arose because it did not appear that policy would be stim-
ulative enough to produce a recovery of this strength from such a
mild recession.”

The Keynesianism of Nixon. Probably more important in the long
run than this unrealistically high forecast was the official endorse-
ment by President Nixon of the concept of the full-employment
budget. Citing both the need to avoid balancing the actual budget

S Annual Report of the Council of Economic Adviscrs, 1971, p. 84.
¥ This forecast was generally received more favorably by outside economists
leaning toward the monetarist school than by those with fiscalist tendencies.
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when the economy is operating at below its potential and the need
for fiscal discipline, the President said:

In fiscal 1971, the Federal Government will spend
«212.8 billion, which is equivalent to the revenues the econ-
omy would be generating at full capacity. The actual deficit
is expected to be $18':2 billion. In fiscal 1972, also, the
planned expenditures are equivalent to the revenues we
would get at full employment. How big the actual deficit
will be next vear, in fiscal 1972, will depend on economic
conditions. It the economy follows the expected path of a |
vigorous, noninflationary expansion, the deficit will decline
to $1112 billion. This combination of deficits is appropriate
to the situation through which the economy has been pass-
ing. The budget moved into deficit during calendar 1970 as
the cconomy lagged below its potential.  Accepting this
deficit helped to keep the decline in the cconomy moderate.
It was a policy of not subjecting individuals and businesses
to higher tax rates, and of not cutting back Federal spend-
ing, when the economy is weak because such actions would
have weakened economic conditions further.

To say that deficits are appropriate in certain conditions
is not to say that deficits are always appropriate or that the
size of the deficit is ever a matter of indifference. Such a
policy of free-for-ali deficit financing would be an invitation
to inflation und to wasteful spending.

As | stated last Tune, we need to abide by a principle of
budget policy which permits flexibility in the budget and yet
limits the inevitable tendene$ to wasteful and inflationary
action. The useful and realistic principle of the full employ-
ment budget is that, except in emergencies, cxpenditures
shoudd not exceed the revenues that the tax system would
yicld when the economy is operating at full employment,
The budget for fiscal 1972 follows this principle.

Balancing the budget at full employment does not deny
or conceal the deficit that will exist this year and almost
certainly next year. It does, however, avoid large deficits
when they would be inflationary, like the swing to a big
defidit in fiscal 1968. It means that even when the economy
is low we must not allow our expenditures to outrun the
revenue-producing capacity of the tax system, piling up the
prospect of dangerous deficits in the future when the econ-
omy is operating at a high level. Moreover, to say that
expenditures must not exceed the full employment revenues
draws a clear line beyond which we must not raise the bud-
get unless we are willing to pay more taxes. This is an
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irreplaceable test of the justification for spending. It keeps

fiscal disciphine at the center of budget decisions.™

These pronouncements were interpreted  and probably rightly
w0 -as heralding the acceptance by Richard Ninon of a sizable por-
tion of the gospel ot Kevnesian cconomics, though we should hasten
to add, “the gospel according to George Shultz, Paul McCracken,
and Herbert Stein.” In particular, they implied that no effort would
be made to offset tendencies toward budgetary deficits induced by
softness in the economy. But the Ninon conversion to Keynesian
economics did not extend to the discretionary use of fiscal policy in
the form of a full-emplovment deficit to stimulate recovery. Devotion
to maintaining balance in the full-employment budget precluded that.
Thus in the short run the administration pegged its hopes for a
rapid recovery  and achievement of its $1,005 billion target for
GNP upon monetary policy, the built-in stabilizers in the budget,
and the tendency of the economy towards full employment.'

Finally, in its 1971 annual report the CEA again repeated its
disavowal ot the Kind of direct controls on wages and prices that
would be instituted less than seven months later. After noting public
weariness with continued inflation and support for direct wage and
price controls, the coundil catalogued some of th» hidden dangers in
such controls and made the following statement: “Short of an emer-
gency of a kind which does not exist, manaa.wory comprehensive
price and wage controls are undesirable, unnecessary, and probably
unworkable. The Governmer . should not rely upon pseudo-solutions
for real problems and should not delude the public about doing so.” '+
It did, however, note the role played by inflationary expectations and
the desire to “make up” for past losses due to unanticipated inflation
in giving “momentum’’ to the existing inflation and in prolonging
inflation. Thus, while the CEA continued to express its belief in the
efficacy of conventional stabilization measures it was beginning to
admit more explicitly that something more drastic might need to be
done if ever inflationary expectations were to be broken,'
1 Eeonomic Rn*;mrt-nf-thv President, Dl‘??l.(Wa;hingté;L D. C.: US. Government
Printing Office, 1971), pp. ¢-7. Actually, Nixon had officially sanctioned use of
the tull-employment budget concept during July of 1970, though an occasional
statement by him and various high administration officials after that seemed to
belie the fact,
1 The administration announced the liberalization of depreciation rules at the
start of 1971. But this was not expected to provide much stimulus during i971;
see Annual Report of the Council of Economic Advisers, 1972, p, 33,
2 Annual Report of the Council of Leonomic Advisers, 1971, pp. 78-82. The
guotation is from p. 80.

U Gee Annual Report of the Council of Economic Advisers, 1971, pp. 60-62 for
the CEA’s discussion of “Why Is the Inflation So Stubborn?”
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Cradualism seems to have been slightly more successful during the
first seven-and-a-half months of 1971 than it had been during the
previous two years - but only slightly. Real output rose by 8 percent
(annual rate) in the first quarter, due partly to the recovery from the
effects of the General Motors strike, but the rate of increase fell to
3.4 percent in the second quarter. For the year ending with the third
quarter of 1971, GNP rose by 7.1 percent, the rise being split between
a 4.6 percent increase in the GNP deflator and a 2.4 percent increase
in the real output. This growth in real output was insufficient to
produce any substantial fall in the unemployment rate, which varied
narrowly about the 5.6 to 6.0 percent range for the first seven months
and stood at 6.1 percent in August.

The increase in GNP during this year was fueled by extraor-
dinarily large increases in residential construction and purchases of
state and local governments, two components of demand that had
been hit hard by tight money in the earlier periods and were rebound-
ing in response to easier credit conditions. (Partly because early fig-
ures under<tated the growth in the money supply during the first
quarter and partly because the Federal Reserve gauged the rate of
monetary expansion by looking at money market conditions, the
money supply grew at an annual rate of 10 percent during the first
half of the year.) Businuss-fixed investment and federal purchases
added little to aggregate demand, and inventory disinvestment and
the large foreign account deficit were depressing influences.

Perhaps the most notable developments were in the consumption
sphere. Spurred by a fairly large increase in disposable personal
income, which in turn could be traced to a 20 percent increase in
transfer payments and the tax reductions made under the 1969 Tax
Reform Act, consumption spending rose by 7.7 percent. But strong
as this rise was, it was clearly held back by the continuation of the
abnormally high rate of saving that had persisted since mid-1969.

Performance on the price side was again proving to be less satis-
factory than hoped. After the early signs that inflation was beginning
to decelerate, the evidence became mixed in the second quarter and
revived concern about inflation. The CPl and the important industrial
component of the WPI began to rise more rapidly in the spring,
although the rate of increase of the GNP deflator (and its private
component) showed a voak tendency to decline. The behavior of
prices after the freeze is, of course, clouded by the impact of the
freeze.
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Though progress had been excrudiatingly slow under its original
economic game plan, it seems likely that the Nison administration
would have followed the course charted in 1909, at least until the
end of 19071 However, events during the summer, culminating in
the massive run on the dollar in carly August, torced the administra-
tion to take drastic steps. The most important of these were the
90-day freeze on wages and prices and the suspension of convertibil-
ity of the dollar into gold, which eventually was translated into
currency realignment. The tiscal mweasures that accompanied the
freese, which are of most interest in the present discussion, are dis-
cussed below. But first, let us consider bricfly the freeze and its
purpose.

From the time it came into power in 1909, the Nixon administra-
tion had disavowed the use of any kind of incomes policy, holding
steadfastly to the belief that intentionally induced softness in the
economy would produce backpressures on wages and prices that
would eventually lead to acceptable price performance, and without
creating a severe rise in the unemplovment rate. Why, then, did the
administration include the wage-price freese in its actions of August
19717 The following seems to be a reasonable explanation,

Two-and-a-half vears of experience with gradualism seemed to
be suggesting strongly that inflation could not be squeezed out of
the economy as quickly, casily, and painlessly as had been thought.
Economic softness had produced substantial unemployment and
should have produced the backpressures on wages and prices that
the administration sought. But there was little relief in terms of less
rapidly rising wages and prices. Backpressures or not, firms and
unions with enough economic power to do so were making up for
Josses in real incomes that had resulted from unanticipated infla-
tion. Moreover, after five vears of inflation Americans seemed to
have come to expect it and were acting to guard themselves from
now-anticipated future losses in purchasing power. They could not
casily be talked out of their inflationary expectations by administra-
tion officials speaking about “the other side of the valley.” Thus the
logical actions of firms, unions, and households that expected inflation
made the inflationary expectations self-fulfilling. Finally, it seemed
that consumers were losing ronfidence as they saw both prices and
the unemployment rate continue to rise and were holding back on
consumption spending, thereby aggravating the unemployment
problem. !

14 Usually It is thought that the anticipation of increased inflation would cause
consumption to rise, rather than to fall. But if the unemployment rate is also
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It this scenario describes the problems underlving the simul-
taneous existenve of inflation and unemployment, then the freeze
was o+ reasonable policy response,  The administration apparently
thought that the freeze would stop, at least for a while, the mad rush
to raise prices and wages to «atch up with past inflation and antici-
pate tuture inflation. The respite from wage increases would result
in a less rapid increase in unit Jabor costs and make possible a slower
rate of increase in prices once the freeze was lifted. On the other
hand, both the appearance that something was being done to stop the
inflation and cvidence that prices were indeed rising less rapidly
might be expected to lead to the modification of union demands.
This, plits the slower rate of increase in prices of intermediate goods,
would have further salutary effects on the rate of price increase in
the economy. In this way the inflationary psvchology could be broken
and the inflationary spiral unwound. Finally, the freeze and the
other components of the August New Economic Policy might restore
consumer confidence. As evidence that this is the line of thought
followed by the administration, we can quote the following passages
trom the CLA’s annual report for 1972

If excess demand is avoided, the control system can help
to break the habitual or contractual repetition of large price
and wage increases that keeps inflation going. It can gen-
erate the capectation of reasonable price stability that is
essential to the achicvement of reasonable price stability.

. Perhaps the most significant effect of the combined
package was the impact on public confidence.'

Fiscal Elements of NEP. The fiscal components of the new ecconomic
plan were designed ostensibly to stimulate the economy in the short
run while minimizing the loss of revenue in the longer run. The most
important of the stimulative fiscal components of the New Economic
PPolicy were the following:

1. The job development credit of 10 percent in the first year and

rismw, houscholds may become sufficiently uncertain of their economic position
tor want o angrease their tate of saving. Similarly, continued deterioration of the
punchasmy power of income might induce sutfivient unvertainty to cause a rise
in the saving rate, For a further discussion ot these isvues, see V.o Thomas Juster
and Paul Wadhtel, “Intlation and the Concumer,” Brookings Papers on Leonontre
Actrerty, 101972 (Washington, DL Co The Brookings Institution, 1972), pp. 71-
114 and “A~Note on Inflation and the Saving Rate,” Broohigs Papers on
Foomomn Actity, 301972 (Washingtan, . C: The Brookings Institution, 1972),
. Tos T8

1 Annnal Repost of the Council of Foononne Advisers, 1972, pp. 27, 29 (emphasls
1y onzinal).
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5 percent thereatter would stimulate investment, especially in the first
year after its enactment,

2. The repeal of the 7 percent exdise tax on automobiles, which
had been «cheduled tor 1900 but then st aside to help finance the
Vietnam War, was expected to stimulate purchases of automobiles.

3. Larlier effective dates for two provisions of the 1909 Tax
Reform Act would stimulate the economy in 1972 (and even late
1971) without reduding revenues after that. These were the increase
in the personal exemption to $750 and the increase in the standard
Jdeduction to 15 percent of adjusted gross income, up to $2,000, origi-
nally scheduled tor January §, 1973, but proposed by Nison to be
made effective a vear carlier.

T 4. Provision for special tax treatment of the Domestic Inter-
national Sales Corporation (DISC) would stimulate exports.

5. The temporary 10 percent surcharge on dutiable imports
fequivalent to a rate of 4.8 percent on all imports) was intended to
provide protection for US. industries and probably for use as a
bargaining ploy. Though this surcharge would raise revenue, its pri-
mary purpose and ctfect would be stimulative, rather than restrictive.

‘The remaining proposals in the fiscal sphere would have reduced
expenditures, rather than increased them, and seem to have been
indluded in the list primarily for public relations or simply as window
dressing:

I. The dearest case of window dressing is the reduction in the
estimate of fiscal 1972 outlays to take account of the delay in the
passage ot proposed legislation, especially for general and spedial
revenue sharing and for welfare reform. Failure to follow the admin-
istration timetable for the enactment of proposed programs would
certainly reduce projected expenditures and should be recognized in
forecasts of economic conditions, But it seems rather far-fetched to
include as part of the New Economic Policy the results of congres-
sional inaction on programs assigned a high priority by the President.
Moreover, even if one were willing to count the effect of legislative
delays as part of the new economic plan, he would still have to
acknowledge that the delays being recognized constituted a perverse
element in the new economic plan, running directly counter to the
need for short-term stimulus!

2. The federal pay increase scheduled for January 1, 1972, was
to be postponed for six months. Such a delay would offset part of
the stimulus generated on the tax side, but was probably an essential
part of the Nixon package if wages and salaries in the private sector
were to be frozen,
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3. The proposed 5 percent reduction in federal employment and
the “muscellar ~ous small reductions in expenditures” seem to have no
similar justification. Whether or not they made good sense in the
long run, these spending cuts certainly constituted perverse fiscal
policy i the short run. Thus on stabilization grounds it is difficult
to understand their incdusion, The cryptic remark that the cut in
federal employment “would be the most effective way to reduce
Federal outlays with minimum shorterange loss of service to the
citizens” is of no help in understanding this proposal, since it is not
clear why reduding federal outlavs should be included as part of a
stimulative tiscal package. One explanation would be simply that the
administration wanted to fool a fiscally unsophisticated public by
giving the impression that the government was sharing in the belt-
tightening of the freeze, without bothering to note that the govern-
ment's belt-tightening constituted restrictive fiscal policy. A more
charitabie and more sophisticated justification would be that the
administration wanted both to achieve balance in the full-employment
budget and hold down the size of the government on the one hand
and to stimulate the economy on the other. This might be done by a
carcful choice of tax reductions (or even increases, in the case of the
import surcharge) that had a large “bang for the buck” to combine
with spending reductions of equal budgetary magnitude. That this
might have been the goal is suggested by the choice of the tax
reductions actually proposed and the assertion that “the program was
intended and expected to be expansionary,” even though it would
reduce expenditures in fiscal 1972 by $1.1 billion more than it reduced
receipts.'”

As passed, the fiscal elements of the new economic plan were
slightly less stimulative than proposed. (The revenue loss for calen-
dar 1972 was $1.2 billion less than the administration’s request.)
However, the administration stated that this should not jeopardize
the strong recovery which the new economic plan, including the tax
bill, was expected to generate.'”

Monetary policy during the second half of 1971 was distinctly
restrictive, as there was almost no growth in the money supply from
Julv to December. This seems to have been the result of an over-
estimate of the growth in the money supply implied by the market
conditions upon which the Federal Reserve . was basing monetary
policy.

1 The dessription of the fiscal components of the new economic plan—though
not thesr terpretations and the quotations are from Awasal Report of the
Connedd of Feonomie Advisers, 1972, pp, 09-70.

17 1bid., pp. 7172,
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Part of the expected expansive influence of fiscal policy in 1972
could be measured in terms of the 13 percent increase in federal
expenditures (NIA basis) over their 1971 level. Alternatively, com-
ponents of the increase could be examined. Federal purchases were
budgeted to rise by 9 percent and state and local purchases by 12 per-
cent, reflecting in part the stimulus expected to be provided by
revenue sharing. Taxes would have fallen by $8.9 billion due to
changes in tax law, but all but $3.7 billion of this amount was offset
by a rise in the social security wage base. However, it was expected
that the rise in the wage base and social security taxes would
not strongly affect consumption during 1972, Finally, on a full-
emplovment basis it was estimated that the unified budget would be
in deficit by $8.1 billion in fiscal 1972 and move to balance in fiscal
1973, after having been in surplus by $4.9 billion in fiscal 1971.'®

The Record for 1972, The preliminary figures for the 1971 national
accounts showed that the skepticism that had met the CEA's now
notorious $1,005 billion forecast for GNP had been well placed.
Though the official figure was later revised to $1,050 billion, the
initial estimate was that GNP for the year had amounted to only
$1,047 billion, well below the council’s forecast, but squarely in the
middle of the range covered by private forecasters.

The official forecast for 1972 was near the middle of the closely
bunched forecasts made outside the government, GNP, the council
predicted, would rise by 912 percent, or about $100 billion, to $1,145
billion. This gain, according to the official administration forecast,
would be broken down into an increase in real GNP of about 6 per-
cent and inflation of about 3% percent, as measured by the GNP
deflator; and by the end of the year the unemployment rate should
have fallen to about 5 percent and the rate of inflation to 2 to 3 per-
cent.” While most private forecasters felt that the administration
was overly optimistic in its allocation of the expected GNP increase
between real output and inflation components, there was little dis-
agreement with the prognosis that 1972 would be a good year.

The strong expansion was expected to be broad-based. Business-
fixed investment was expected to rise by 8 percent over its 1971 level.
Although the rise was not expected to be strong in the manufacturing
sector, due to the still relatively low levels of plant utilization,
extremely strong investment demands were expected in other sectors,
especially airlines, electric and gas utilities, and communications.

18 1bid,, 1 2. 104-106.
9 Ibid,, 1 ». 101, 108,

57




CHARLLESY L. MULURL, JR,

Profits, and with them retained earnings, would be increasing during
the year, so that financing this level of investment should pose no
problem, especially when account was taken of the newly enacted
investment tax credit.

The second component ot private investment, inventory accumu-
lation, was also expected to contribute strongly to expansion, rising
to $8 billion, after averaging barely $2 billion during the previous
two vears. Finally, total outlays for residential construction during
1972 were expected to rise by 15 percent, reflecting in part a sub-
stantial shift in housing starts from multi-family to single-family
units. This forecast was based upon the belief that monetary policy
would be more expansionary than it had been in the second half of
1971 and that, as a result, conditions in mortgage markets would not
be such as to choke off the projected level of homebuilding.

Consumer spending was expected to rise by about 8 percent in
1072, This expansion would result primarily from increased dis-
posable income originating in tax reductions and increased social
security payments on the one hand and from the simple working of
the multiplier process and the rise in other components of aggregate
Jdemand on the other. Even though the Council of Economic Advisers
reported that consumer confidence had improved since the freeze and
might improve still further, it was unwilling to base its forecasts for
1972 on the assumption that the high rate of saving out of disposable
income would return to its historically lower level.*

In his 1971 economic report, President Nixon had suggested that
1971 will be a better year, leading to a good year in 1972, ¥' He was
just barely correct about 1971, But for 1972, when it really mattered
politically, he was quite right. GNP rose by just over the $100 billion
projected in the council’s 1972 annual report, to $1,152 billion.**
This 912 percent rise in GNI* consisted of a 612 percent increase in
real output and of only a 3.0 percent rise in the deflator. Thus for the
first time since the Nixon team took command in 1969, the economy
had performed better in terms of both prices and real output than
had been predicted at the first of the year.

With the continued exception of net exports, which did not
respond quickly to the devaluation of December 1971, all sectors of
final demand contributed to the expansion. Benefiting from liberal-

“ Ibid., p. 105,
2 Eeonomic Report of the President, 1871, p. 3.

22 The rise of $101.7 billion was from a base of $1.050.4 billion, rather than from
the preliminary figure for 1971 GNP of $1,046.8 billion used in preparing the
1972 Annual Report of the Council of Economic Advisers.
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ized regulations governing depreciation allowances and the job devel-
opment credit, the excise tax cuts on motor vehicles, ‘the strong
growth in aggregate demand during the year, and the ample avail-
ability of funds from both internal sources and capital markets,
business-tixed investment rose by 14 percent from its 1971 level,
compared with the expected 8 percent rise. Even greater in percentage
terms was the rise of 26': percent in residential construction. This
reflected demographic factors, faverable conditions in mortgage mar-
kets, and the remaining legacy of inadequate homebuilding during
the periods of tight money in the late 1900s. Particularly notable in
this context was the execution of monetary policy. The Federal
Reserve adopted as an additional target for day-to-day operations a
partivular rate of growth of reserves available to support private
nonbank deposits. This seems to have resulted in a steadier rate of
growth of the money supply than attention to market conditions
alone had produced. The quarterly increases in the money supply
were fairly closely Lunched about the 8.7 percent rate for the year
as a whole, ranging from 5.4 percent to 9.6 percent.

Of particular interest was the growth of consumption spending
during 1972, The historically large 82 percent increase in consump-
tion occurred in the face of substantial overwithholding (roughly
89 billion) of the personal income tax.** Whereas personal income
rose by 8.0 percent over its 1971 level, disposable income rose by only
6.8 percent, due to overwithholding. That consumption spending
could rise by 8%2 percent was made possible by the drop in the
saving rate out of disposable personal income from 8.2 percent in
1971 to 6.9 percent in 1972, Stated differently, personal outlays as a
percent of personal income were little changed from 1971, the
increased percentage of personal income represented by personal
taxes having been reflected in a fall in the rate of saving out of
personal income.*

Several explanations for the drop in the saving rate are possible.
The saving rate could simply have begun to fall toward its historical
level as consumer confidence was restored. If this is the proper

# Overwithholding resulted from the attempt to adjust the withholding tabl, - so
that families with more than one source of labor income would not find at the
end of the year that too little had been withheld, as happened in 1971, But
under the new schedules, unrelated individuals and families with more than one
source of labor income could avoid overwithholding only by claiming additional
exemptions. Because most families with one source of labor income did not
exercise the option to reduce their withholding taxes, overwithholding occurred
in 1972 and abnormally large refunds were paid in 1973. This explanation is
from Annual Report of the Council of Economic Advisers, 1973, p. 43.

24 Annual Report of the Council of Economic Advisers, 1972, pp. 23-24,
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explanaiion, the saving rate should remain below 7 percent during
1973 (barring further shocks) and could even fall a bit more. Alter-
natively, the decline in the saving rate might simply be a manifesta-
tion of the permanent income hypothesis. Under that hypothesis,
which must be considered especially seriously in discussions of fiscal
policy after the experience with the 1968 surcharge, consumers
reduced saving, rather than spending, during 1972, in response to
overwithholding, realizing that they could use refunds in early 1973
to achieve their saving objectives. If this is the correct explanation of
events in 1972 the saving rate out of disposable income could be
~«pected to rise to a very high level in early 1973 as refunds are paid
~ to households (again, barring further disturbances).

Knowing which of these explanations is correct is both important
and difficult. The importance lies in our desire to appraise the conduct
of fiscal policy. If increased consumer confidence would have led to
the fall in the saving rate that in fact occurred, independently of the
overwithholding, and if the excess taxes impinged on consumpting,
then we can judge the overwithholding to have been a potentially
harmful error, coming as it did when stimulus was needed. More
important, the offsetting refunds during the first half of 1973 should
have increased consumer spending, providing some stimulus that was
not particularly welcome. If, on the other hand, the drop in the
saving rate simply reflects the response of consumers to a tax change
known to be temporary, as the permanent income hypothesis sug-
gests, then the excess withholding may have been bothersome, but it
represents no great error in fiscal policy. Nor could the 1973 refunds
pose any serious problem, as they would have little impact on
spending.

Xnowing which explanation (or mix of explanations) is correct is
difficult because there are so many other things happening concur-
rently. Even after data for the first half of 1973 are available we are
unlikely to be able to determine why consumption held up so well in
the face of overwithholding in 1972. But the 6.7 percent savings rate
for the first quarter of 1973 suggests that it was the restoration of
consumer confidence, and not the workings of the permanent income
hypothesis, that caused the large increase in consumer spending in
1972, despite overwithholding.*® Moreover, on a priori grounds it
seems reasonable to attribute the 1972 performance to an unsteady

. — e —————— e -

23 Though one should not try to make too much of quarterly movements, the
pattern of saving rates over the eight quarters ending with the first quarter of
1973 (8.6, 81,7.8,7.2, 64, 64,75, and 6.7) could be interpreted as reflecting an
improvement in consumer confidence,
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start of the saving rate toward its historical average, rather than
simply to the permanent income hypothesis. This is especially true
since it seems unlikely that overwithholding, in spite of the attention it
received in the press, had anywhere near the public recognition that
the transitory nature of the 1968 su.charge had.

Total federal outlays rose by $26 billion, or 12 percent in 1972,
somewhat les:; than the budgeted 13 percent. The $2.7 billion short-
fall was produced by several events. First, because of delays in the
passage of general revenue sharing, grant payments of $5.2 billion
were made only in December 1972 and January 1973, rather than
entirely in 1972 as originally budgeted. On the other hand, the first
payments under the 20 percent increase in social security benefits
increased 1972 outlays relative to budgeted levels. Finally, purchases
fell scmewhat short of anticipated levels, especially in the second half
of the year.

Federal receipts for 1972 rose by $29 billion, or $13 billion more
than budgeted. Nine billion dollars of this unbudgeted amount was,
of course, due to overwithholding. As an offset, the postponement of
the increase in the base for social security contributions to $10,200
until the beginning of 1973 reduced collections by some $2 billion.
Finally, tax accruals ran somewhat ahead of what was foreseen at the
start of the year.

Federal fiscal policy during 1972 was expansionary. Whereas
the full-employment (NIA) budget showed a surplus of $1 billion in
1971, it showed a $4 billion deficit in 1972, due to increased expendi-
tures and tax reductions.”” Even this 1972 figure, the Council of
Economic Advisers said, would understate the stimulus provided by
the budget, since some of the $9 billion in overwithheld personal
income taxes could be expected to have come out of savings, rather
than consumption. While we can not know exactly how overwith-
holding affects saving and consumption, the council’s attribution of

40 Inexplicably, the council insists on using both NIA and unified budget concepts
in reporting the balance of the full-employment budget. For example, in its 1973
annual report it uses NIA concepts on pages 40-43 but on page 74 speaks of
“a shift of the budget—from a position in which the unified budget would be in
deficit at full employment to a position in which it would »- in balance at full
employment.” Pesliaps the administration continues to use both concepts because
it believes that fiscal discipline Is most accurately measured by the balance of
the unified budget (at full employment), but most fiscal analysts prefer to use
the NIA kasis. Even this is not stated explicitly. Since the differences in the two
budgets i - ¢ be quite incomprehensible to the layman and can be reconciled by
speclali.i.  aly after considerable effort, it seems reasonable to expect that either
the counc.s use only one of the concepts or that it provide quarterly data under
each of the concepts and a reconciliation.
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virtually all the impact to saving seems extreme.”* Finally, state and
local purchases rose by 10 percent in 1972, which was somewhat less

than expected due in part perhaps to the delayed passage of revenue
sharing.™®

The Prospects for 1973. The 1973 Annual Report of the Council of
Economic Advisers forecasts that GNP for the year will rise from its
1972 level of $1,152 billion to abcut $1,267 billion. This 10 percent
increase in GNP is well within the range covered by private forecasts,
and was expected by the council to be split roughly into a 6% percent
increase in real output and an increase in the GNP deflator of about
3 percent. An increase in GNP of this magnitude and composition,
it was predicted, would result in a fall in the unemployment rate to
about 42 percent and a decline in the rate of inflation to 212 percent
or less by the end of the year.?

Fuel for this continued expansion was expected to come from
the same sources as in 1972. For much the same reasons as in 1972,
business-fixed investment was expected to match its 14 percent in-
crease of the previous year. Inventory accumulation was expected
to proceed at a substantially greater pace than in 1972, due in part to
the low ratio of stocks to sales in important sectors of the economy
and in part to the increase in work in process on heavy equipment
with long production lead timés. Of the major investment categories,
only residential construction was expected to show little strength in
1973. But while homebuilding will fall in real terms, the drop was
not expected to be dramatic.

State and local governments were expected to be a stimulative
force, both directly and indirectly. Their purchases were expected to
rise by 12 percent, reflecting in part the effects of revenue sharing.

2% Annual Report of the Council of Economic Advisers, 1972, pp. 40-43. One can
argue that unless a full-scale effor! is made to produce a “weighted full-
employment budget,” it is best simply to report the full-employment estimates
without adjustment. And yet, more information is better than less.

28 A new element of uncertainty has been injected into the flscal policy sphere.
The advent of revenue sharing and demographic factors have combined to ease
the fiscal pressure on state and local governments. How those governments
respond to the prospect of surpluses will have important implications for the
conduct of stabilization policy at the federal level; see Annual Report of she
Council of Economic Advisers, 1973, pp. 44, 45. One of the first published
recognitions of the easing of the fiscal crisis at the state and Jocal level and the
resulting paradox in the timing of the passage of revenue sharing was David J,
Ott, Lawrence J. Korb, Thomas Gale Moore, Attiat F. Ott, Rudolph G. Penner,
and Thomas Vasquez, Nixon, McGovern and the Federal Budget (Washington,
D. C.: American Enterprise Institute, 1972), especially pp. 22-25.

3 Annual Report of the Council of Economic Advisers, 1973, p. 82.
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Revenue sharing may also result in lower taxes and higher private
expenditures than would otherwise have occurred. Finally, because
much of revenue sharing is likely to flow into capital projects, the
initial impact will be recorded in inventory investment in the private
sector.™

Federal fiscal policy during the year is seen as returning the
unified budget to approximate balance at full employment.® Federal
purchases will grow little between 1972 and 1973, but transfer pay-
ments and grants-in-aid to state and local governments will rise by
significant amounts, due to higher social security benefits and in-~
creased payments for revenue sharing. The slow growth of federal
expenditures reflects the administration’s desire to hold expenditures
within the limi{s posed by receipts at full employment. In an innova-
tion introduced in the 1974 federal budget, it is estimated that even
if substantial cuts are made in existing programs, expenditures for
existing and proposed programs will virtually exhaust full-employ-
ment revenues (unified basis) in fiscal 1975.** Five billion dollars of
the rise in full-employment receipts will be attributable to increases
in the social security tax rates and wage base. For its part, monetary
policy is expected to be somewhat less expansionary than in 1972,
reflecting the changing needs of policy.

Consumer expenditures will again be a strongly expansionary
force. Increases in social security payments in the last quarter of
1972 and during 1973 and the federal pay raise of $2.2 billion, as well

s Armual Report of the mecxl of Ecmmmxc Admsers, 1973, pp. 82-8S5.

#1 No statement was made as to whether receipts in such a balanced budget
seflect refunds for the personal income taxes overwithheld in 1972, If they do,
then the budget would show a substantial surplus on a longer run basis, And
it would be a restrictive influence even in the short run if the refunds flow
primarily into saving, as the CEA seems to expect,

4 The Budget of the United States Government: Fiscal Year 1974 (Washington,
D. C.: US. Government Printing Office, 1973), pp. 4-5, 38-49. References to
disposal of materials from government stockpiles and the sale of loan and
mortgage paper, adjustments in the timing of disbursements, et cetera, give the
distinct impression that the administration was primarily interested in the
appearance of a budget total for fiscal 1973 of less than $250 billion. While such
a forthright admission of window dressing is refreshing, even if unintentional, it
is nonetheless puzzling. Other budgetary projections that showed difficulties in
holding expenditures to the level of full-employment receipts appear in Ott et al.,
Nixon, McGovern and the Federal Budget, and Charles L. Schultze, Edward R.
Fried, Alice M. Rivlin, and Nancy H. Teeters, Setting National Priorities: The
1973 Budget (Washington, D. C.: The Brookings Institution, 1972), pp. 410-422,
More recent projections by Ott et al, reflecting the budget-cutting efforts of the
Nixon administration, show approximate balance in the full-employment budget
(NIA) in 1975 and surplus after that. See David J. Ott et al., Public Claims on
U.S, Output: Federal Budget Options in the Last Half of the Seventies (Washing-
ton, D. C.: American Enterprise Institute, forthcoming).
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as the continued strength of the economy, will provide a strong
impetus for consumer spending. Partly offsetting this will be the
higher social security taxes that result from the increased rates and
higher wage base. But the CEA expects the offset due to the higher
wage base to be relatively minor, as the resulting increase in taxes
does not start to affect take-home pay strongly until late in the year.
Finally, some stimulus was expected to result from the refunds of
personal income taxes overwithheld in 1972, though the CEA ex-
pects most of the refunds to flow into higher savings, rather than
consumption. i

There can be little doubt that 1973 will be a good year. The
Council of Economic Advisers is now estimating a year-to-year rise in
CNP of a little over 11 percent, the bulk of the roughly 1 percent
upward revision in the {orecast being in the rate of inflation.** Indeed,
the strength of the present expansion suggests that unless extreme
caution is exercised, we may have moved far back into the area of
excess aggregate demand by the end of the year.” If that occurs,
we will see little progress on the inflation front and will be risking
another recessionary period of cooling off.

In any event, we will be nearing the full-employment growth
path. As that path is approached, we must try to determine with
increased precision just where the path lies, we must try to improve
the trade-offs between inflation and unemployment, and we must
remain vigilant lest we are thrown off that path by inapprepriate
monetary and fiscal policies. This essay is not the place to discuss
either what level of unemployment should be defined as full employ-
ment or how we can reconcile lower levels of employment with
satisfactory price performance. But it does seem worthwhile at this
point to appraise the exercise of fiscal policy under the Nixon

33 Annual Report of the Council of Economic Advisers, 1973, p. 86, It is interest-
ing to note that the council apparently thinks that consumers will have adjusted
their saving rates to even out the fluctuations in consumption spending that
would otherwise have resuited from overwithholding in 1972 but that consumers
will not reduce consumption in response to the portion of higher soclal security
taxes that can be attributed to the increase in the wage base until the taxes are
reflected in lower take-home pay. Why is not clear.

4 Herbert Stein, excerpts of remarks to the 26th Annual Conference of the
Financial Analysts Federation, Waskington, D, C., May 7, 1973, p. 2,

45 Sge Roger W. Spencer, “Business Recovery Continues,” Review of the Federal
Reserve Bank of St. Louis, vol, 54 (December 1072), pp. 2-10, for a comparison
of the present recovery with the average of the threr postwar recoveries. Whereas
on the average the earlier recoveries started fast and then faltered (except the
recovery that began in 1961), the present recovery started slowly and then
accelerated.
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‘administration and discuss briefly how fiscal policy can be improved.
The concluding section is devoted to these questions.

But it would not be proper to fail to note at least one important
issue that cannot be ignored. If 412 or 5 percent is adopted as the
new goal of employment policy because of shifts in the composition
of the labor force, it makes little sense to continue to call the budget
standardized for a 4 percent unemployment rate the “’full-employment
budget.” It has been estimated that standardized for a 5 percent
unemployment rate, the full-employment budget for fiscal 1972 would
show a deficit of $23.5 billion, rather than $8.1 billion.”* Thus the
administration faces a frustrating dilemma. If it continues to view
4 percent as full employment, policies of the type followed in late
1970 and early 1971 can be criticized as overly restrictive, as they
resulted in relatively large full-employment surpluses at a time of
substantial unemployment. Redefinition of full employment to 4% or
5 percent would result in apicture of a much more stimulative fiscal
policy and a more acceptable performance on the employment front.
Thus it would be harder to fault the fiscal policy pursued in 1970-71
and easier for the administration to make the point that at present
fiscal policy is much too stimulative.’” But whether or not such a
redefinition of full employment is sensible on objective grounds, it
would entail considerable political expense. In what follows we
assume that the now traditional goal of a 4 percent unemployment
rate has not been abandoned.

Nixon’s Fiscal Policy Appraised

There can be little doubt that the original Nixon policy for stabiliza-
tion was largely unsuccessful, if only in its timing. The CEA’s annual
report for 1970 describes clearly the game plan of gradualism as it
was seen in early 1969: Policy would induce a slowdown in the
growth of spending, a decline in the rate of growth of production, a
decline in profits per unit, a slowdown in wage increases, and a slow-
down in price increases. Once economic softness and backpressures
on wages and prices had been established, restimulation would put
the economy back on the path of full employment and a satisfactory

30 See Edgar L, Feige in “The 1972 Report of the President’s Council of Economic
Advisers: Inflation and Unemployment,” American Economic Review, Septem-
ber 1972, p. 513,

37 Not enough has been made of this important point, though it has been men-
tioned by Fellner in Cagan et al., Economic Policy and Inflation in the Sixties,
pp. 2-3, and by Murray L. Weidenbaum, Dan Larkins, and Philip N. Marcus,
Matching Needs and Resources: Reforming the Federal Budget (Washington,
D. C.: American Enterprise Institute, 1973), p. 1, for example.
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performance of wages and prices. Though the council was too
cautious to set a timetable—and rightfully so—one can infer that it
expected the process of disinflation and restimulation to last not much
longer than one year, and no more than two years, at the longest.
This is suggested by the words chosen to describe policies for 1970
(after those same policies had produced the expected results only very
slowly in 1969):

Despite the uncertainties of degree, it does seem likely
that by mid-1970 the economy, after three quarters of very
little increase in real output, would be producing signifi-
cantly below its potential. Such a GNP gap places a down-
ward pressure on the rate of inflation. . . . These pressures
against inflation will continue if demand remains below
potential output, even though demand begins to rise more
rapidly.

Thus, in the second half of 1970 a moderately more rapid
rise of money demand, bringing about an increase of real
output, would be consistent with a further reduction of the
rate of inflation.

The exact timing and degree of expansion that would be
consistent with a significant reduction in inflation in 1970
are uncertain. However, it seems a reasonable estimate that
the slow increases of GNP foreseeable in the first half plus
the moderately larger but still non-inflationary increases de-
sirable in the second half would add up to a GNP for the
year between $980 and $990 billion."®

Of course, the council did not expect the economy to return to
its potential output immediately. In another part of its report, it
wrote: “Projected available output is assumed to be below potential
from 1970 until 1972, as a result of policies to slow inflation.” 3°
But it also did not expect the unemployment rate to rise as much as it
did or to stay high for as long as it has. Thus Chairman Paul
McCracken told the Joint Economic Committee of the Congress in
February 1970 that the unemployment rate would average no more
than 4.3 percent for the year as a whole.

Despite the failure of the economy to respond as predicted
during 1970, the Nixon administration continued into 1971 to pursue
the policies it had announced in 1969. These, it asserted, would pro-

48 Anunual Report of the Council of Economic Advisers, 1970, p. 58.

89 Annual Report of the Council of Economic Advisers, 1970, p. 79. Though the
use of “until 1972 and “to 1972” leaves considerable (and probably intentional)
ambiguity, the chart on page 85 of the annual report suggests that actual GNP
would reach potential GNP only toward the end of 1972,
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duce an unemployment rate of about 412 percent and a rate of
inflation of about 3 percent by mid-1972, When little relief was seen
on either the inflation or the unemployment side by early August,
the administration reversed its field and imposed a ninety-day freeze
on prices and wages and increased the fiscal stimulus to the economy.

In retrospect, it seems unfortunate that President Nixon waited
for two-and-one-half years before turning to some form of incomes
policy, since the case for such a policy was as strong (though not
as obvious) during much of that period as it was in August 1971.
It is doubly unfortunate that he announced early in 1969 that he
would not resort to wage-price controls, guidelines, or jawboning.
Over most of the first two-and-one-half years of the Nixon adminis-
tration the economy was very soft—as it was intended to be. Yet
wages and prices did not respond as expected, because of the success-
ful efforts of economically strong unions and firms to make up for
past and guard against future inflation. The announcement of an
incomes policy once the remnants of demand-pull inflation had
been eliminated would have tended to check wage and price increases
not justified by aggregate demand conditions. This, in turn, would
probably have shortened the period of transition to a satisfactory
wage-price performance and would have spared the nation much of
the cost of being put through the wringer for so long to squeeze
inflation and inflationary expectations out of the economy by con-
~ ventional means alone. As it was, not only did President Nixon
initially reject an incomes policy, but he also publicly disavowed any
intention of ever interfering with private wage and price determi-
nation. This can only have added to inflationary expectations and
made the subsequent adjustment longer and more difficult.

The 1970 recession resulted from the attempt to disinflate the
economy after excess aggregate demand had been allowed to develop
and cause inflation. Though the recession was relatively mild, it
lasted longer and recovery from it was slower than had been hoped
and expected. Much of the blame for the failure of the economy to
. recover more quickly can be attributed to an overly tight fiscal policy.
The fiscal restraint begun with the 1968 surcharge and continued by
the Nixon administration in 1969 was clearly required. But during
1970, when the economy was operating at well below its potential and
the unemployment rate was rising rapidly toward the 6 percent level,
the full-employment budget (NIA basis) showed a surplus of over
$6%2 billion. (Even if the $10.4 billion surplus in the first quarter is
omitted, the average surplus for the year was almost $5%2 billion.) 4°

€0 Annual Report of the Council of Economic Advisers, 1971, p. 24.
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And even this is well below the surplus of $10 billion that would have
occurred if the administration had been able to make good on its
budgetary promises of February 1970. Finally, for the first half of
1971, a period when the unemployment rate hovered near 6 percent,
the full-employment surplus was a very high $8.2 billion."? Only
after the middle of 1971, as part of the New Economic Policy, was
the full-employment budget allowed to go into deficit on a national
income accounts basis,**

The New Budgetary Grthodoxy. One can adduce several possible
explanations for this kind of policy. First, the Nixon administration
placed a high premium on halting inflation. Since it would not use
more direct (incomes policy) means of dealing with inflation, it would
have to allow the economy to run at below capacity for long enough
to rid it of inflationary expectations. One way to assure the necessary
economic softness was to pursue a restrictive fiscal policy, that is, to
run a full-employment surplus, though full employment was nowhere
in sight.

Second, the administration wanted to combine a slightly restric-
tive fiscal policy with a moderately expansionary monetary policy.
Presumably the notion was that maintaining a given level of aggre-
gate demand in this way, rather than through tight money and a
looser fiscal policy, would allow the recovery of residential construc-
tion and state and local spending. Both because the question of the
optimal mix of stabilization policies is a complicated one and because
it can be argued that the totality of monetary and fiscal policy was
too restrictive during 1970 and early 1971, it seems best to pursue
this issue no further in this essay.*?

The third reason for running a full employment sur, -s during
1970 and early 1971 seems to involve an article of faith— .r, more
accurately, several articles of faith. President Nixon and many of
his key economic advisers dislike the growth of federal expenditures.*¢

41 This is calculated from the figures for the second half of 1970 in Annual
Report of the Council of Economic Advisers, 1971, p, 24 and those for fiscal 1971
in Nancy H. Teeters, “The 1973 Federal Budget,” Brookings Papers on Economic
Activity, 1: 1972 (Washington, D. C.: The Brookings Institution, 1972), p. 223,

42 Teelers, ibid.

43 Gee, however, the discussion in Okun, “Rules and Roles for Fiscal and Mone-
tary Policy,” in Diamond, ed., Issues in Fiscal and Monetary Paolicy: The Eclectic
Econemist Views the Controversy. For a provocative discussion of the issues
involved in choosing the proper level of full-employment surplus, see Martin J.
Bailey, “The Optimal Full-Employment Surplus,” Journal of Political Economy,
July-August 1972, pp. 649-661.

44 One of the many places this is stated explicitly is in the Annual Report of
the Council of Economic Advisers, 1973, pp. 76-78.
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Moreover, and as a separate point, they fear the repetition of the
kind of demand-pull inflationary binge that began in the mid-1960s
with the failure to raise taxes to pay for the Vietnam War and the
Great Society programs. Finally, they believe that success in the
battle against both these evils depends at least in part upon budgetary
discipline, that is, upon the matching of new expenditures with taxes
to pay for them. Avoidance of demand-pull inflation resulting from
budgetary deficits depends definitionally upon budgetary discipline.
And if tax increases can be avoided, budgetary discipline also helps
to hold down the growth of the federal sector.

Fortunately for the American public, the President—and with
him the official policies of his administration—was converted, though
slowly and rather haltingly, from the previous orthodoxy that the
actual budget should be balanced at all times to the idea than balance
in the full-cmployment budget should be the objective of policy.
Unfortunately, “balance at full employment” almost immediately
became a new orthodoxy. That is, the administration adopted a
policy stance that expenditures should not exceed the receipts that
would be collected at full employment, except in emergencies. And
it clearly did not consider that conditions in 1970 and early 1971
qualified as an emergency. Thus, in the name of this new fiscal
orthodoxy, the nation was subjected to a fiscal policy that was
inappropriately tight for a time of high unemployment.

Ironically, the adm..iistration was adopting this new orthodoxy
at just the time the Committee for Economic Development was urging
that more flexibility be added to its classical prescription for a
stabilizing budget. In January 1969 the CED, a very early proponent
of the use of the full-employment budget as a measure of fiscal
restraint and a stalwart advocate of approximate balance in the high
employment budget, had come out publicly for the use of discre-
tionary fiscal action when the economy strayed far from the full-
employment growth path.**

43 See Fiscal and Monetary Policies for Steady Economic Growth., Two more
recent statements, Further Weapons against Inflation and High Employment
without Inflation contain the latest policy views of the CED. For a similar
personal view of Frank W, Sckiff, chief economist for the CED, see “Control of
Inflation and Recession,” Annals of the American Academy of Political and
Social Science, vol, 396 (July 1971), pp. 90-104. Schiff notes (p. 97) that “the
importance which the rule attaches to what might happen once actual full
employment is reached could in fact serve as a major obstacle toward getting
there.” Similarly, in testimony before the Joint Economic Committee on
March 10, 1971, Emilie G. Collado, chairman of the Research and Policy Com-
mittee of the CED noted that because of the continued high rate of unemploy-
ment, the §6-$10 billion full-employment surplus proposed by the CED in
November 1970 should be scaled down,
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Politics and Fiscal Discipline. Another related article of faith is
reminiscent of the original CED preference for a stabilizing budget
and is doubtlessly attributable to Herbert Stein. In defense of “the
principle of keeping expenditures that would be made at full employ-
ment within the level of receipts that would be yielded by the existing
tax system under conditions of full employment,” the Council of
Economic Advisers noted that “a policy of ad hoc decisions about
defic.. - surplus is exposed to the political bias in favor of spending
and deficits.” It goes on to argue that

the problems of managing fiscal or monetary policy or both
have apparently been underestimated. . . . But if the question
is not one of keeping the economy on a narrowly defined
path but one of avoiding violent aberrations like the one
that kegan in 1965, our tools are probably adequate, and
the problem is more the national will than the techniques
of economics and economic policy. **

Thus the new orthodoxy was based on a desire to resist the political
bias toward deficits and inflation and a willingness to settle for
“good” performance, rather than striving for a “best” performance
that might be unattainable as a practical matter,*?

A careful reading of the annual reports of the Nixon Council of
Economic Advisers gives the distinct impression that the administra-
tion’s fiscal policy was predicated on the new fiscal orthodoxy. At
times, actual budget deficits were defended not by stating candidly
that stimulus was needed, but by noting that expenditures would not
exceed full-employment revenues. To be fair, there are compelling

¢ Annual Report of the Council of Economic Advisers, 1972, p. 112. In its 1971
annual report, p. 21, the council wrote: “We have not appreciably reduced the
incidence of small departures from maximum employment but we have reduced
the incidence of large departures, which is just what one would expect aggregate
economic policy to be able to do.”

$70kun has criticized the administration strongly for its adherence to a new
orthodoxy in “Fiscal-Monetary Activism: Some Analytical Issues,” Brookings
Papers on Economic Activity, 1: 1972, pp. 123-163, In particular, he has ques-
tioned the propensity to break fiscal rules only if deviations from targets are
large (pp. 152-154) and the assumption that fiscal rules are necded because
policy makers cannot be trusted to act responsibly (pp. 154-157). While the .
author shares QOkun’s disapproval of the conduct of fiscal policy during the
year before the freeze—and after it became apparent that the economy would
not recover quickly (see Okun, “Rules and Roles for Fiscal and Monetary
Policy,” pp 71-78)—he finds it rather strange that a member of the Council of
Economic Advisers from late 1964 until early 1969 would remain a staunch
defender of the rationality of political decisions on fiscal policy. That important
goals other than stability may complicate the problem of maintaining stability is
not enough, it seems, to excuse the political failures in the exercise of fiscal
policy from early 1966 to mid-1968.
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reasons—based upon an analysis of political realities—why it might
have been worthwhile to maintain a full-employment surplus, even at
the risk of imposing excessive fiscal restraint on the economy. These
are not unrelated to the various articles of faith mentioned above.

Several studies had shown that expenditures for programs already
in-fexistence "or proposed” by the "administration would~more™ae-~
exceed the revenues that the present tax system would yield at full
employment until near the end of this decade.** This finding suggested
that it might be difficult to prevent the recovery from the 1970 reces-
sion from taking the economy past the target path for GNP and back
into the region of excess aggregate demand. Certainly, it might be
necessary to slow the growth in existing programs, curtail proposed
programs, or raise taxes if budgetary balance at full employment were
to be maintained over the next few years.

Seen in this perspective, the full-employment surpluses of the
Nixon administration during late 1970 and early 1971 begin to make
more sense. If the intermediate to long-run prospect is for difficulty
in limiting expenditure increases to the secular growth in full-
employment receipts, it would be unwise from a long-run viewpoint
to cut taxes or increase expenditures for short-run countercyclical
reasons. This is especially true if, as the Council of Economic
Adbvisers believed, the economic slowdown induced by a tight fiscal
policy would be short and mild in any case. Only if taxes could be
cut temporarily to stimulate the economy and then returned to their
previous levels, so that their long-range revenue productivity would
not be jeopardized, would it be clear that the restrictive Nixon
budgets were unjustified.

But given present institutions, one could not reasonably assume
that taxes, once cut, could or would be restored to their previous
levels. Raising taxes is always more distasteful than lowering them
and the administration had no faith that the Congress would bite the
fiscal bullet when restraint was required; certainly, it had not done
50 in the period from early 1966 to mid-1968. Moreover, the restora-
tion of taxes to their previous level could easily become the hostage
of those seeking tax reform and (ierefore might be delayed in the
Congress. And, substantive tax reform would probably prove to be
unpopular with Republican supporters of the administration. In this
way the case against a tax cut was compounded.

% Ott et al,, Nixon, McGovern and the Federal Budget, and Schultze et al.,
Setting National Priorities. The second of these provides an interesting analysis
of how we have “spent” the fiscal dividends that the discussion of the 1964 tax
cut led us to expect as a normal fact of life.
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Clearly what was needed, once it became clear that recovery
would be slower than expected, was a temporary tax reduction
patterned after the 1968 surcharge. Such a “negative surcharge”
could be made more or less distributionally neutral and would auto-
matically vanish at a predetermined time, unless extended by legisla-
tion. Thus a protracted discussion of tax reform could be avoided.
Much as the earlier passage of the 1968 surcharge would have helped
to prevent inflation, timely enactment of a temporary tax reduction
would have speeded recovery, without reducing revenues in the
long run. .

Why the administration did not ask even for a temporary tax
cut is unclear. Most obviously, it had considerable faith that conven-
tional policies of demand management aiready in place would halt
inflation and allow a quick recovery, even without a tax cut. Not
much time passed between the recognition that progress under grad-
ualism was altogether too gradual and the initiation of the New
Economic Policy. If events had not forced this new policy upon the
administration, fiscal stimulus via a temporary tax reduction might
eventually have been requested. As it was, the freeze was accom-
panied by requests for measures that would stimulate the economy
in the short run without resulting in substantial revenue loss in the
long run, as noted above.

Beyond the time question, the role played by the new fiscal
orthodoxy undoubtedly exerted some influence, though how much
may never be known. President Nixon may have been able to accept
the notion that the actual budget need not be balanced so long as
the full-employment budget was balanced, but not the idea that even
the full-employment budget should be allowed to go into deficit in
order to stimulate the economy. Or the CEA may simply not have
suggested that stimulus was needed. This is especially likely in the
light of what appears to be a basic error in economic analysis that
appears in the following quotation from the council’s annual report
for 1971:

The absolute level of the full-employment surplus or defi-
vit is of limited significance for indicating how much re-
straint or stimulus the budget would exert on the economy
if it followed the full-employment path, or indeed for
indicating which of these directions its influence would take.
Changes in the full-employment surplus from period to
period are much more important indicators of how much
fiscal policy is moving toward contraction or expansion.
The fact that the full-employment budget has a surplus does
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not imply that the budget is not having an expansionary
impact on the economy; the effects may be expansionary if
the surplus is declining. Similarly a budget with a deficit
may be restrictive if the deficit is declining.*®

According to this line of reasoning, the $5 billion drop in the
full-employment surplus between 1969 and 1970 is seen as expan~
sionary—despite the fact that the surplus only fell to $6.7 billion.™
And, to carry this line of thought further, there would be no reason
to cut taxes, given the shift in the budgetary position that had already
occurred.

The error in this kind of reasoning hardly requires detailed
explanation. Certainly the drop in the full-employment surplus means
that the budget was less restrictive in 1970 than in 1969. But the
implication that the budget was stimulative in 1970 is invalid. The
change in the budget stance aside, the full-employment surplus in
1970 may have been so high as to preclude the attainment of full
employment.”'

Flexibility with Discipline. Experience with both excess aggregate
demand and inadequate demand suggests that the President should
be given discretionary power to raise or lower income taxes within
predetermined limits and for set periods of time, subject to congres-
sional veto. Alternatively, a new system of temporary taxes and
subsidies on investment and consumer durable spending, to be intro-
duced and varied at the President’s discretion, could be introduced.™
(Because of the inefficiencies involved, it does not seem wise to
attempt countercyclical variations in most federal expenditures.) But.
even if one of these schemes were to be legislated, we cannot be sure
that the economy would perform much better than it has. Giving the

M Annual Report of the Council of Economic Advisers, 1971, p. 72.

i Ibid., p. 24.

71 One possible rationale for focusing upon the change in the full-employment
budget balance, rather than the level of the balance, is the monetarist view that
in the long run the balance is more-or-less irrelevant, the macroeconomic state
of the economy depending primarily upon the rate of growth of the money
supply. According to this view, changes in the full-employment budget balance
are more important than levels because any change will have a short-run impact
which will taper off in the long run as monetary influences come to dominate
fiscal forces. Even granting the validity of thic argument, there is nothing to
suggest that the authors of the 1971 annual report had it in mind when they
wrote the passage quoted above.

"2 For a discussion of the latter proposal, see McLure, Fiscal Failure: Lessons of
the Sixtics. One advantage of this approach is that it is less likely to be rendered
ineffective by consumer behavior that conforms with the permanent income
hypothesis than is an income tax surcharge.
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President the power to levy positive and negative surcharges is not
the same as commanding him to usc that power, and use it wisely.
Presumably P’resident Johnson would have used the power in 1966,
but we can not be sure, biecause of the growing unpopularity of the
Vietnam War and the certainty that higher taxes would have increased
the unpopularity. And President Nixon might not have cut taxes in
1970 or 1971. After all, his Council of Economic Advisers believed
- that softness was necessary to squeeze inflation out of the economy,
that built-in stabilizers should bear the bulk of the burden in demand
management, and that changes in the full-employment surplus were
more important than levels as an indicator of fiscal restraint.

Because of the manifest risks of mismanagement of discretionary
fiscal policy, some economists have recently supported strongly the
old notion uf formula flexibility. Under this scheme, certain key
fiscal variables would rise and fall with the performanre of the
economy in order to stabilize output around some target growth
path.® This is not the place to discuss formula flexibility in detail.
But one must certainly concede that the economic performance of
recent yesrs can probably be improved and that formula flexibility
deserves serious attention. It is worth emphasizing, however, that the
design of the forimulas by which tax rates and expenditures (especially
unemployment compensation) would be varied is no simple matter.
A carelessly designed system could be destabilizing (or stabilizing at
the wrong level or path of output). Nor has anyone ever paid much
attention to the administrative aspects of this theoretically attractive
application of control theory to economic problems.

Moreover, one intriguing question that would arise under a
scheme of formula flexibility (or if temporary positive and negative
surcharges were used for stabilization purposes, for that matter) is
how the full-employment .urplus would be computed when the
economy was far enough from ite target path for taxes or expendi-
tures to be changed temporarily by formula (or by discretion in the
case of a temporarv surcharge). It would not be consistent simply
to calculate the full-employment surplus implied by the then exisiing
pattern of taxes and expenditures, including temporary elements—
because, by assumption, the attainment of full employment would
result in the elimination of the temporary adjustments to taxes and
expenditures resulting from formula flexibility (or discretionary, but
temporary, surcharges). Yet some measure of the total macroeco-

M Gee for example, Arnold H. Packer and Frank C. Ripley, “The Design of a
Self-stabilizing Fconomy,” 1072 (xeroxed). An element of formula flexibility has
recently been introduced into payments for unemployment compensaton,
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nomic stance of fiscal policy- --including deliberately temporary ele-
ments-—standardized for the level of employment would be nceded.
Perhaps the best that could, and should, be done would be to com-
pute two measures of the full-employment budget. The first measure,
which « i ! be the primary focus of discussions of fiscal responsi-
bility ani di:ipline, would present a “long-run” or “normal” picture
of how taxes and expenditures would compare at full employment.
It would exclude any explicitly temporary changes in taxes and
expenditures, and might be done on a unified budget basis. The
second measure, which would be used primarily a: an indication of
the m :roeconomic stance of fiscal policy, would include these tem-
porary elements and might be on the NIA basis. The inconsistency
mentioned above of calculating the full-employment budget balance
based on tax rates and expenditure programs that would by law (or
discretion) be different if full employment were actually achieved
would pose relatively little problem if this dual approach to measure-
ment were used. For the second purpose full employment would
serve simply as a standard for measurement.

The final issue that deserves attention in this essay, but which
¢an be given no more than passing mention, is the question of pres-
idential impounding of funds. Fearing both the rise in the ievel of
government spending and the threat that such higher sperding will
not be fully financed by higher taxes and will be inflationary, the
Presideat has refused to spend funds appropriated by Congress. For
its part, the Congress, seeing the impounding of funds as an attempt
by the President to usurp the financial prerogatives guaranteed to the
Congress by the Constitution, questiois the legality of the act. In
rebuttal, the President asserts that if the Congress would put its own
house in order and hold appropriations within the limits set by
full-employment revenues, impounding would not be necessary.

In this debate there are no totally correct viewpoints and no
totally incorrect ones.”* We need go back no further than to the
iate 1960s to see the validity of the President’s basic position. At
that time, more was being spent than was being collected in taxes
1ad, although much of the blame for this must rest with President
johnson, the Congress acted irresponsibly by neither raising taxes

34 It does seem unlikely, however, that the President’s acts are illegal or uncon-
stitutional. Nancy H. Teeters cites several examples of impounding by Presidents
Truman and Johnson and gives « »f ‘rences to more detailed studies in “Outlook
for Federal Fiscal Policy,” bructings Papers on Economic Activity, 2: 1972
(Washington, D. C.: The Brookings Institution, 1972), pp. 472-474. Certainly it
does not appear ..<ely that the preseat Supreme Court would find imr unding
unconstitutional.
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nor holding down expenditures. Given that congressional decision
making is no better now than it was then, the President seems to be
quite right in trying to see that we do not repeat in the next few

- years the inflationary experience that is only now ending.

On the other hand, one can easily appreciate the position of the
Congress. In the name of fiscal responsibility, the President has held
the total level of spending to below what Congress appropriated, In
doing so, he has cut the budget in arcas of particular interest to
certain members of the Congress, especially in areas of social legisla-
tion dear to many liberal legislators. In addition to the rather per-
sonal loss of power its members must feel, there is an important
question of the balance of power between the legislative and execu-
tive branches of government. Congress appears to view any further
shift of power to the White House as a potentially serious matter.

On balance, it seems as though the President has the better side
in the current debate. The Congress examines the budget only on
a piecemeal basis, never as a whole. Therefore the total amounts
appropriated need bear no resemblance to full-employment revenues.
Indeed, total outlays come up for congressional consideration only
rarely. And even then the Congress has tended simply to set an
expenditure ceiling below the total of appropriations, leaving to the
White House the unpopular task of paring down outlays. Then when
the paring has cut too close to home, the Congress has complained,5®
At this point the burden of proof is on the Congress. Before it

 €an legitimately criticize the administration for impounding funds it
must set its owa house in order by instituting procedures to ensure

that, once full employment is reached, receipts will cover expendi-
tures—even if this means raising taxes, cutting existing programs, or
forgoing expenditure increases. Then and only then will it have a
strong case against the impounding of funds and the assertion of
White House priorities in decisions on how to spend the available
revenues,

Concluding Remarks. In conclusion, it seems that we can make
several judgments about the pursuit of fiscal policy under the Nixon
administration that have important lessons for the future. First, the
administration is no doubt correct that some rule must be adopted to
guarantee long-run budgetary discipline in a situation of full employ-

51 An interesting example is in the news as this is being written. Severa! senators
who have consistently oppnsed high military spending are complaining bitterly
about the closing of military installations in their states as part of the Pentagon’s
economy move,
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ment. Such a rule would have prevented much of the inflationary
experience that began with the fiscal irresponsibility of the late 1960s
and it would prove helpful in restrairing tendencies toward excess
aggregate demand that are likely to develop in 1973 and beyond. But
it should be a presumptive rule, not a dogma that would prevent the
use of discretionary fiscal policy when the economy is far from the
-target path—which is what happened in late 1970 and early 1971,
In order to reconcile budgetary discipline with flexible fiscal policy,
it is necessary that we take measures to allow the imposition of tem-
porary and self-terminating positive or negative surcharges on the
income tax at the President’s discretion. Alternatively, we might
" consider some uses of formula flexibility or the use of variable taxes
vr subsidies on investment and consumer durables. The important
thing is that tax measures taken for countercyclical reasons should
be temporary and self-terminating, and therefore not inconsistent
with the important goal of rough balance in the budget when full
employment is actually achieved. A presumptive rule that the full-
employment budget should be in rough balance when the economy
is at full employment, but perhaps not otherwise, has two importan?
corollaries. The first is that congressional decision making on the
budget must be improved so that budgetary discipline can be main-
tained. The second is that we should stand ready to use some form
of incomes policy as a supplement to traditional policies of demand
management in order to improve the trade-off between employment
and inflation at less than full employment. We should not, of course,
attempt to use an incomes policy as a substitute for responsible
demand management in an environment in which excess aggregate
demand is producing demand-pull inflation.
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INTERNATIONAL ASPECTS
OF U.S. INFLATION*

Gottfried Haberler

B
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Aftor a brief lustorical introduction, the development of the
U1.S. balance of payments since August 1971 and the nature
of the recent currency crises are discussed in some detail.
The reasons for the chronic weakness of the dollar are
analyzed with special reference to the U.S. inflation. The
theory is examined that under the “dollar standard” the
Linited States sets the pace of inflation in those countries
that peg their currencies to the dollar. Special attention is
given to the divergence between consumer prices and
export prices in different countries. This divergence gives
rise to what is called "an inflation-transmission multiplier.”’
A postscript on events since May deals with the renewed
weakness of, and lack of confidence in, the dollar. What
huas happened is best described as an appreciation of
some Western European currencies, especially the German
mark and the Swiss franc, Since floating became general
last March, the dollar has remained practically unchanged
in terms of the currencies of countries that account for
three-fourths of U.S. trade (that is, sterling, the Canadian
dollar, the lira, the yen and many less important oncs).
It is argued that since the dollar is now probably under-
valued, a case can be made for judicious interventions in
support of the dollar,

Introduction \

The adoption of a New Economic Policy on August 15, 1971 was
prompted to a large extent by the sharp deterioration in the U.S.

* Completed in May 1973, See Postseript: Developments Since Completion of
This Paper, page 99 below,
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international payments position in early 1971 and by the ensuing
speculation which, on May 9, had forced the floating of the German
- mark and the Dutch guilder and the appreciation of the Swiss franc
and Austrian schilling. The previous year, 1970, had brought a slight
improvement in the U.S. balance of payments. The surplus in the
widely watched trade balance had risen from $0.6 billion for 1969
to $2.2 billion. Later in 1970 this surplus declined and in the second
quarter of 1971 a large deficit of $3.6 billion (annual rate) suddenly
developed.

The Smithsonian Agreement of December 18, 1971 brought a
far-reaching realignment of parities. It provided for a depreciation
of the dollar in terms of gold and SDRs of almost 8 percent, producing
a devaluation in terms of the major currencies of about 72 percent
on a trade-weighted basis.

It was generally realized that devaluation would not improve the
U.S. balance of payments quickly, but further deterioration in the
trade balance in 1972—to a record deficit of $6.8 billion for the whole
year—came as a shocking surprise. Thus on February 12, 1973,
fourteen months after the Smithsonian conference, the dollar was
again depreciated by 10 percent in terms of gold and SDRs, resulting
in a trade-weighted devaluation of 6.5 percent in terms of fourteen
major currencies.’

Before describing and analyzing these events in greater detail,
it will be useful to put the recent developments into somewhat
broader perspectives.

Historical Perspectives

During the first fifteen years after World War I the dollar ruled
supreme in the world economy. The economies of Western Europe
and Japan were shattered by the war and American industry had an
unchallenged quasi-monopoly position. But with lavish American
help, Europe and Japan recovesed much more qu. kly than was gen-
erally thought possible. Germany’s recovery started in 1948 when
Ludwig Erhard put the German economy on the path of sustained
rapid growth and prosperity by discarding wartime controls and by
radically slashing the monetary overhang inherited from the war,
thus giving Germany a sound monetary system.

Y This figure i« taken from Wuorld Financial Markets (New York: Morgan
Guaranty Trust Company, February 23, 1973). The depreciation from the
Smith«onian Agreement central rates was 6.05 percent. From the pre-June 1970
paritics the trade-weighted depreciation against fourteen major currencies was
16.64 percent. (By the end of May the figure was about 18 percent.)
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The German example, which Japan surpassed by using essen-
tially the same type of policies, had a tremendous impact. It showed
that the “classical medicine,” * sound money and free enterprise,
could still work if given a chance.

During the 1950s Europe and Japan managed to accumulate a
substantial international reserve consisting of gold and dollars. While
many well-known and influential economists, especially in Great
Britain, spoke of a perpetual ““dollar shortage,” the U.S. had a small
deficit of about $1 billion in each year from 1950 to 1956. In 1957,
the year of the Suez crisis, the U.S. had its last small surplus. Then
in 1958, 1959, and 1960, a series of large deficits appeared—$3.4
billion, $3.9 billion, and $3.7 billion, respectively.®

These deficits caused great concern. They greatly contributed to
the decision of the Eisenhower administration to take energetic anti-
inflationary measures on the fiscal and monetary front. The anti-
inflation policy produced a mild recession from May 1960 to February
1961 and laid the foundation for the remarkable stability of prices
that lasted until 1965. The trade balance improved from a surplus
of $1.1 billion in 1959 to one of $5.6 billion in 1964 and the surplus
in the balance of goods and services rose from $0.3 billion to
~ $8.6 billion.

In 1965 inflation started again when the Johnson administration
-began to finance the escalating war in Vietnam and rising Creat
Society expenditures by borrowing and inflating rather than by
higher taxes Actually, in 1964, taxes had been reduced and the
rate of increase in the money supply had quickly accelerated.* The
export surplus fell to a low level in the fourth quarter of 1968. In
that quarter and the first half of 1969 the trade balance was slightly
in the red. It improved somewhat in the second half of 1969 and
1970 but, as mentioned eatlier, it then fell deeply into the red in
the first half of 1971 and has not yet recovered. The balance of

® These words are Keynes’ in his famous posthumously published paper “The
Balance of Payments of the United States,” in which he castigated his radical
followers, calling their writings “modernist stuff gone wrong and turned silly
and sour.” (The Economic Journal, June 1945, p. 186).

3 These figures relate to the so-called “liquidity” definition then in general use
as the measure of imbalance. Under that concept, a deficit s defined as the loss
of monetary gold plus an increase in US. liquid liabilities to foreigners. This
is in contrast to what is now called the “net liquidity balance,” which includes,
in addition, changes in U.S. liquid assets abroad. The old lquidity balance is
now called “gross liquidity.”

4 A budget defizit without supporting monetary expansion would not be in-
flationary.

| S . . -
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goods and servives and the current balance tell pretty much the
same  story. )

Of course, we cannot gauge a country’s balance-of-payments
position by the trade or the current balance alone. But on the
plausible assumption that the United States, in view of its great
wealth, is a “natural” net capital exporter, a curfent account deficit
implies a disequilibrium in the balance of payments.”

We do not know precisely the magnitude of U.S. net “natural”
capital exports, but it must be quite substantial. Direct investment
clearlv falls into that category. But the concept surely is not coex-
tensive with long-term capital exports. These are often swelled by
purely speculative movements and by capital flows induced by
contracyclical movements in this country and abroad.”

In the last quarter of 1967 the dollar caine under strong specula-
tive pressure. Sterling was devalued in November, which cast doubts
on the dollar. The trade and current account halances were not
negative, but the surplus was small and clearly insufficient to cover
normal capital exports, The deficit in the so-called basic balance
shot up to $7.3 billion (annual rate), the net liquidity deficit was at
the same level, the officdial settlement deficit was $4.2 billion, and
the gold stock fell by 61 billion in one quarter.

This was an alarming deterioration. It prompted President John-
son to announce, in a dramatic New Year’s Day speech (Janu-
ary 1, 1908), a sweeping new “program of action to eliminate the
external deficit.” These proposals, had they been accepted by the
Congress, would have amounted to almost full-fledged exchange con-
trol. They incduded a heavy tax on “nonessential” forcign travel

A trade defivit does not imply a current account deficit. It could be offset by a
surplus on services. For the United States, the largest positive service item is
investment income, which has been rising steadily and reached the level of
68 billion net in 1971, But since other services (including tourist expenditures)
are negative and since there are remittances and military expenditures abroad to
ve covered, Investment income though large cannot turn a sizable trade deficit
into a current account surplus, No quarter showing a trade deficit has registesd
a current account surplus. It is therefore legitimate to regard a trade deficit for
the LIS, as a ~ign of disequilibrium. This could c¢ha.ge in the future if investment
mvome continues to grow. However, this growth has been stopped by interest
payments on the huge liquid liabilitics (dollar balances held by foreign central
banks) that have piled up in recent years.

i Balance-of-payments analyses often identify long-term capital flow with normal
or natural movements and changes in short-term flows with speculation aad
cyddical tluctuations, The correspondence is, however, far from perfect. What is
now called the “basic” balance, that is, current account plus long-term capital,
is often pot basic in any real sense but also reflects speculation and other short-
term Huctuations, One example is the sudden rise in the basic deficit in late 1967
mentioned in the text below. 1t would be easy to cite other examples,
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outside the Western Hemisphere (15 percent on tcarist expenditures
between $8 and $15 a day and 30 percent on expenditures exceeding
$15 a day!), plus a border tax on imports and a tax refund on exports
to oftset the burden of domestic indirect taxes,” These two proposals
were rejected by Congress. But mandatory restrictions on direct

- investment abroad and mandatory repatriation of foreign earnings,

as well as a tightening of “voluntary” restraints on foreign lending
by American banks and of a number of petty restrictions, were
immediately put into effect by presidential executive order.”
Speculation, largely in the form of gold hoarding abroad, con-
tinued, This led in March 1968 to the closing of the “gold pool,”
4 cooperative arrangement by which the major central banks, with
the U.S. carrying more than half of the burden, sold gold in the
London market to keep the gold price from rising. But in the first
quarter of 1968, before the “two-tier” gold price system was estab-

- lished, the United States had lost $2 billion in gold. Later in 1968

and in 1909 there occurred an unexpected improvement: capital flows
turned around sharply, the official settlement balance improved, and
liquid liabilities to foreign official agencies declined despite the fact
that the irade and current account balances were very weak. What
happened was that capital was attracted to the United States by high
interest rates and a booming stock market. At the same time the

European sense of security was being shaken by the student-worker

revolt in France—which caused a wage explosion, eventually led to
the departure of de Gaulle, turned the French franc from one of the
strongest currencies into a weak one, and forced its devaluation in
August 19€9. The invasion of Czechoslovakia in summer of 1968
heightened the feeling of insccurity in Europe and, by contrast,
revived confidence in the dollar. But it was clearly an unnatural and
unsustainable phenomenon for the richest country in the world to
import capital on a large scale.

In 1970 capital flows reversed themselves once more and there
was again a large deficit in the official settlement balance—although
the trade balance showed a small improvement, due probably to the
mild American recession that had started in November 1969 and
lasted for one year. As mentioned earlier, the trade balance deteri-
orated sharply in the second quarter of 1971 and 1.2 deficit in the

7Demﬂs and a cntical analym af this am .ng program can be found in
Gottfried Haberler and Thomas D. Willett, U.S. Balance of Payments Policies
and Internal Monetary Reform: A Critical Analysis (Washington, D, C.: Ameri-
can Enterprisc Institute for Public Policy Research, 1968), p. 19, et seq.

» This was dona “by virtue of the authority vesiud in the President by the act of
October 6, 1917 as amended (12 U.5.C. 95a).”
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offivial settlements balance jumped from $9.3 billion in 1970 to
$29.8 hillion in 1971, reflecting a large increase in U.S. liquid liabilities
to foreign central banks which had to buy dollars to keep their cur-
rencies from rising above paritv. On May 9, 1971, the German mark
was allowed to float up and, following the mark, the Swiss franc and
the Austrian schilling were appreciated by 7 percent and 5 percent,
respectivelv, Austria and Switzerland had learned fro:n their experi- |
ences in 1969 and 1970 that they exposed themselves to strong infla-
tionary impulses (“imported inflation”) from Germany, their most
important trading partner, if they did not follow the mark.

Recent Developments: August 15, 1971 to June 1973

The New Economic Policy brought two important changes in the
international area, suspension of gold convertibiiity of the dollar and
a general surcharge of 10 percent on dutiable imports (equivalent to
4.8 percent surcharge on all imports). j

De facto, the dollar had been inconvertible into gold for some
time, in the sense that large foreign dollar holders such as the German
and Japanese central banks knew that the gold window would be
closed if they tried to convert some of their dollars into gold. Earlier
in 1371, however, there had been some small gold conversions of
dollars held by smaller countries. Since August 15, 1971, the dollar
has not been convertible for anybody. This meant that, until general
floating started in March 1973, the world was formally on the dollar
standard rather than on the dollar-gold exchange standard.

However, two facts should be kept in mind. First the declaration
of inconvertibility only legalire’' an existing situation, Dr. Edwin
Stopper, president of the Swiss National Bank, put it this way: “Ac-
cording to a widely held view on 15 August 1971 the dollar-gold
exchange standard was put to rest. Actually it was not the existing
monetary system that broke down, but the notion that it was based
on the dollar-gold exchange standard. In reality it functioned, prac-
tically from the beginning, as a dollar standard.””*

Second, while the dollar has been inconvertible into gold for a
long time (with the small exception noted above), it has rema.ned
fully convertible in the market all along. In other words, holders of
dollars, toreigners as well as Americans, can use their dollars as they
please to uy or invest or disinvest in the United States and can

? Address t¢  1e annual general meeting of the Swiss National Bank on 28 April
1972 (mimeog, aphed).
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exchange their Jdollars in the market for other currencies either at a
fixed rate if the foreign currency is pegged to the dollar or at the
prevailing market rate if the foreign currency floats. (For Americans
the morket vonvertibility of the dollar is somewhat restricted by the
various capital export restrictions.)

It stands to reason that market convertibility of the most impor-
tant currency, the dollar, is of the utmost importance to world trade.
The tact that world trade has continued to grow by leaps and bounds
despite frequent currency crises is to a large extent due to the fact
that the dollar, and most other major currencies as well, have
remained (onvertible in the market.'" This is in sharp contrast to
what happened during the 1930s.

The import surcharge of 10 percent was a temporary measure
designed to bring pressure on surplus cor atries to appreciate their
currencies. In that it was successful and it was promptly removed
after it had served its purpo.e. The sut . «ge helped to induce the
Jananese to let the yen rise. It alsc nelped to bring about the
Smithsonian agreement, whirb was reacned on December 18, 1971,
after intensive negotiations and numercus conferences at the highest
level. This agreement brought a diastic realignment of exchange
rates, including a depreciation of the dollar in terms of gold of
7.6 percent, a sharp appreciation of the mark, yen and Swiss franc,
—-and a smaller one for several other currencies including sterling and
the French franc.

The turmoil in the exchange market subsided, but the calm did
not last long. The British balance of payments deteriorated again
and, on June 23, 1972, the government was forced to let sterling
float—the first post-Smithsonian crisis. The appreciation of sterling
vis-a-vis the dollar in the Smithsonian Agreement thus proved to
have been a mistake which probably had been made for political
reasons,

The devaluation of sterling stimulated speculation against the
dollar. Between July I and September 1, the Federal Reserve inter-
vened in the market to support the dollar by selling a few million
German marks and Belgian francs, a trifling sum of $31.5 million.
This move was played upin official statements and in the press as a
historic change in policy. It was merely a gesture of zoodwill, oae
that was well received abroad and that may have eased the situation
momentarily as was widely claimed by making foreign central banks
more willing to buy dollars. But it could not restore confidence of

1 However very few currencies are as completely convertible in the market as
the dollar,
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the market because the American trade deficit remained throughout
the year at the record level of over $6 billion (annual rate) that it
had reached in the first quarter.

The second post-Smithsonian currency crisis was touched off by
European developments, The Italian lira had been weak for some
time, because of unsettled in:ernal political and economic conditions
that have produced continuous uncontrollable flight of capital. On
January 22, 1973, the authorities decided to follow the French example
and to split the exchar.ge market into a pegged one for current trans-
actions and an unpegged one for capital transactions. The Italian
crisis was on alarm signal. The flow of speculative funds—dollars—
into Switzerland and Germany rose immediately. But the Swiss had
learned their lesson. When they saw the avalanche coming, they let
the franc float up (January 23, 1973) and the flood of dollars poured
into Germany and Japan. Both countries at first categorically refused
to either appreciate or float. So in one week (February 1 to 9) the
Bundesbank had to buy over $6 billion to prevent the mark from
going through the roof. Then the exchange markets were closed and
the United States had :0 take things in hand. By offering a 10 percent
devaluation of the dollar in terms of gold and SDRs, it took Germany
and Japan off the hook. Japan agreed to float the yen (February 14),"
and Germany accepted the 11.1 percent appreciation of the mark
vis-a-vis the dollar (an.! many other currencies) that the depreciation
of the dollar implied. Germany’s common market partners—minus
Italy and Great Britain, who continued their independent floats—went
along with the mark, and a number of other countries appreciated
their currencies vis-a-vis the dollar by varying smaller amounts.

But when the markets were reopened on February 14, it soon
became clear that the new pattern of exchange rates had not restored
confidence. Speculation continued and on March 1 the Bundesbank
had to buy $2.7 billion—the largest daily flow of hot money ever
recoraed—to prevent the mark from rising above the new interven-
tion point.

On March 2 the exchange markets were again closed and they
remained closed officially until March 19, However unlike the earlier
cases, “closing of the markets” this time merely meant that there was
no official pegging. The central banks stayed out of the marl-et, but
private trading was allowed to continue and exchange rates were

" From that day on, the Italian hra, tuo, was al!owed to ﬂoat But haiy kept lts
dual exchange rate—so it had a double float, one for current transactions, the
other for financial transactions,
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quoted. Speculation practically stopped as soon as the central banks
stopped offering the speculators a one-way option by pegging, and
exchange rates changed only slightly.

During the breathing spell of the float, the members of the
Common Market—minus Great Britain and ltaly whose currencies
continue to float independently—agreed on a common float of their
currencies against the dollar, after Germany had agreed to appreciate
the mark by 3 percent vis-a-vis its Common Market partners and
also de facto vis-a-vis the dollar and other currencies (although it has
not declared a legal par value).

Since March 19 when the markets were officially reopened, the
situation has been this: Yen, lira, sterling, Swiss francs and Canadian
dollars float independently. The currencies of the Common Market
countries—France, Germany, the Benelux countries and Denmark—
plus Norway and Sweden have a “common float” against the outside.
In other words, these countries link their currencies together by inter-
vention with a 2% percent band (maximum spread between the
strongest and the weakest currency), the so-called “snake” but
refrain from fixing the rate of the dollar. Thus, no attempt is made
to keep the “snake’ inside a ““tunnel.”

Actually the snake remained inside the old tunnel until early
May. At that time speculation once more turned against the dollar

___and drove the gold price to record highs. Under the old system this

would have produced a first-rate crisis and foreign central banks
would have had to buy billions of dollars to keep their currencies
from rising. Under the floating system some of the strong currencies,
such 2s the mark and the Swiss franc, rose by roughly 8 percent
vis-a-vis the dollar and many other currencies. Instead of ministers
of finance and governors of central banks rushing around from one
emergency meeting to the other, the market took care of the problem
with comparatively mild fluctuations.

It is beyond the scope of this paper to describe the working of
this system in detail. [ confine myself to two remarks: First the
vanwous floats are by no means entirely unmanaged.” Undoubtedly
the interyentions have been, and still are, numerous, although it is
impossible for an outsider to estimate their frequency and size.'™
Second, for almost two months after March 19 a remarkable tran-

12 Even the Canadian float has been @ managed one since 1970, judging from the
fact that the Canadian international 1eserve has grown substantially during that
period. This is in contrast to Canada’s earlier period of floating (1950-1962)
when the authorities claimed that their interventions were confined to ironing
out short-run fluctuations.
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quillity reigned in the exchange markets."* When speculation against
the dollar started again in May—probably largely because of the
unsetiled political situation and resurgence of inflation in the United
States, but also Decause Germany took strong anti-inflationary mea-
sures that made an appreciation of the mark a distinct possibility '*—
the murket took care of the problem with mild fluctuation of ex-
change rates.

How long the calm will last depends primarily on how long the
authorities will leave exchange markets alone and refrain trom peg-
ging. An uncertain question is how long it will be possible to keep
the Common Market currencies together in a common float. That
will derend on whether the members of the block will be able to
mordmate their monetary, fiscal, and wage policies sufficiently. If
past experience in the Common Market and elsewhere is a guide, the
changes are dim that the common float will last very long.'

The Nature of the Recent Crisis

The currency crisis of February-March 1973 is usually called a crisis
of the dollar-——and so it undoubtedly was. But it was also a mark
and a yen crisis. | would speak of a pure dollar crisis if the dellar
were overvalued with respect to all or most currencies so that a
devaluation of the dollar was all that were needed to restore equi-
librium. A pure mark and vea crisis would exist if these two cur-
rencies were undervalued with respect to all or most currencies so

1AL that t'mc -.eveml people ~uggested that the quiet in the exchange markct
should be attributed not to foating but rather to the restrictions on capital
inflows that had recently been put in place, especially in Germany.,

This explanation i» unconviniing. Twice, once in 1969 and once in 1971,
Germany had gone through the exercise of first resisting appreciation and then
retreating into a temporary float. In both cases, speculation ceased immediately
after the authoritios stopped giving the speculators a one-way ojtion by pegging,
despite the absence of elaborate capital import restrictions, On all three occa-
sions the Bundesbank lost billions of marks by buying billions of dollars in the
vain attempt to keep the mark down (not counting, as unavoidable, the loss on
previously accumulated dollars).

One more example: The Swiss had elaborate capital import controls in
place in 1973, but «till had to resort to floating to stop speculation.

14 Some highly respected German economic rescarch institutions expressed doubts
that the anti-inflationary policy could succeed without “protection from imported
inflation?  {"Aussenwirtschaftliche Absicherung” is the German  expression)
through' o rise of the mark in the exchange market. Actually in May the mark

1if! at the bottom of the snake.

Ui fn June Cermany was, in fact, forced to 2-precia e the mark once more by
5.5 percent, See Postscript: Developments Since Completion of This Paper,
prge 99 below,
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that their up-valuation was all that were needed to restore equi-
librium. The, recent crisis clearly was a mixture. The dollar was
devalued with respect to many but by no means all currencies, and
the mark and yen were up-valued with respect to many currencies
but not all.

It should be observed, however, that even in a pure mark and
yen crisis, the dollar would be prominently involved. Whenever one
or two important currencies get out of line and seem ripe for
up-valuation, dollars from all over the world, not only from the
United States, will flow into these currencies. This flow will give the
impression of a dollar «risis, even if the dollar is not out of line
vis-a-vis any currency other than the two or even if the U.S. balance
of payments is in equilibrium. This is the consequence of the fact
that the dollar still is the world’s foremost reserve, official interven-
tion and private transactions curreny,

It is useful to carry this though' one step further. Suppose SDRs
or gold replaced the dollar as the international reserve and official
intervention currency, Suppose furtber that one or two important
currencies became undervalued. The consequences would be much
the same as now—gold, SDRs and dollars would rush into the under-
valued currencies, | say “‘and dollars” because, even if the dollar
were shorn of its official reserve and intervention functions, it would
~_still be an important private transactions currency and the American
economy would still be the leading economy in the world.

This confirms the now widely accepted view that the basic defect
of the present monetary system is the malfunctiening of the balance-
of-payments adjustment mechanism, the ‘adjustable peg” system.
What is needed most is greater flexibility of adjustment. It is possible
that sufficient flexibility has ¢lready been achieved by widespread
floating, however “dirty” or intensively managed it may be.'" | doubt
that a grand revision of the International Monetary Fund charter is

11| persorally would distinguish between “dirty” floating and “managed” float-
ing. If management is confined to buying and selling of foreign exchange in a
free mavket for the purpose of ironing out short-run fluctuations, it does not
deserve to be called “dirty.” | would go further and say that even if the purpose
of buying and selling is somewhat more ambitious, namcly, to restrain o rapid
rise or decline of the exchange ratc that seems to be unjustified—in other words,
if the purpose of management is to moderate an emerging trend without trying
to suppress it altogether—this policy will not upset the smooth working of the
system in the same way as rigid pegging docs. Floating becomes “dirty” when
markets are split, when special rates for different types of transactions are
e~tablished in cither an open or disguised form and other controls are used to
influence the rates. The borderline between merely managed and “dirty” floating
is fluid, but experience seems to show that the system can stand a good deal of
management without developing the defects of the adjustable peg.
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©at all feasible or desirable. But this problem will not be further
o oopursued inthe present paper. S R
© T Toosay that smoother adjustment is the most pressing problem -

does not mean that the management of the dollar and the American
o= m————inflation are unimportant for the functioning of the international -
‘ monetary system. Far from it. 1 now turn to an analysis of the
weahened position of the dollar with special emphasis on the Amer-
ivan inflation, o - :

The Weakness of the Dollar and the American Inflation

The American balance of pavments and the dollar have been chron-
ically weak since the late 19505, Is this entirely a consequence of
‘ the American inflation? Our inflation surely has had much to do
. —with it. When there was little or no inflation from 1958 to 1964, the
balance of payments greatly improved: the surplus on goods and
servives rose from practically zero in 1939 to $8.0 billion in 1964.
Thate can be little doubt that the U.S. balance would again improve
it intlation were brought under control, even if this were done
witort causing a recess on'” _
However, American inflation is emphatically not the only cause
of the weak U.S. balance of payments. A factor of major importance
. " is the rapid recovery of industrial Europe and Japan and other coun-—
- tries, causing American industries to lose the semi-monopolistic posi- -
== tion they enjoved during the first years after the war'™ Another -
-~ important factor is the numerous devaluations of most currencies
against the dollar that occurred during the first twenty-five years
after the war: the wholesale devaluation of currencies against the
dollar in 1949, four devaluations of the Fr.ach franc between 1948
and 19358 (when de Gaulle put the franc on a firm basis) and one . ©
more after de Gaulle’s departure in 1969, and many others,

1TIt s not, however, absolutely certain because it is conceivable that some

countries would want te secure a surplus by devaluation, either in order to

i increase their international reserve or to stimulate their economy, But in view

e tf the high propensity to inflate everywhere, 1 would not expect this to happen

L on a large scale. Moreover, the United States should not be alarmed if it hap-
©opened. At any. rate, foreign complaints about the excessive accumulation of

dollar balances would be less insistent if the purchasing power of the dollar

~ remained intact.

e s e IS T Shwow that this is not just hindsight, et me quote what 1 said in my

- pamphlet, hthitionr: Is Cawses amd Cioes (Washington, D, C.: American Enter-

prise Institute, 1959), revised and enlarged, 1901 and 1900, “The rapid deteriora-

tion in the U8, trade and payments position since 1957 has to be attributed

o mainly to the rapid recovery of industrial Lurope and Japan from war destrue-

R tion and dislocation . .7 (p. 68, 1901 edition),
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All this, of course, does not mean that the dollar is lost or that

- ..—the American inflation is irrelevant, It means, however, that in view

Cewof - the weakened competitive position of American industry, equi-
libritm at stabie exchange rates requires a much lower inflation rate,

e pasexbi\ -a zero or negative rate, than we have actually had.

S “The reference to zero or negative inflation needs careful explan-
“ation. The degree of inflation is usually measured in terms of the
“consumer price index (CP1). Using that definition, it is definitely

"ot true as a general proposition that all countries with less inflation
than the average will enjov surpluses and all those with more inflation
will develop defivits. As a conspicuous and very important example,

- take the case of Japan. Stasting from 1953 as 100, the Japanese CPl

mmt dnubled by the first quarter of 1970 (rising to 197.3) whereas
the U.S. consumer price index rose by less than 50 percent (to 141.4),
- But ‘L\pane- wholesale price index (WDP1) rose by only 14 percent

{to 114.1) and its export price index (EP'I) even declined by 5.2 per-

cent (to 94.8), For the United States the figures were 125.3 for the

WPl and 1290 tor the EPL

Japan’s case is extreme, but it is not the only case, Is has been
found that the higher a countrv's productivity growth (output per
man-hour), the greater is the gap between the CPI and WPL Thus,
the rapidly growing economies of Germany, Italy and Japan have

“displaved a significantly higher CPI/WDPI ratio than the slowly grow-

ing economies of Canada, the United States and the United King-

'5'7————- dom."™ The well-known reason is that the CPl is heavily weighted
with services, including distribution services at each stage on a
product’s way to the final consumer. These services are on the whole
labor-intensive and have a slower productivity growth than manu-

facturing industries and agriculture. With respect to the CPI/EP]

ratio, the contrast between the high and low productivity countries
is.even greater. The explanation is partly the same as in the case
of the CPI/WPI ratio. In addition, the good performance with respect

- to oxport prices of the three high-productivity countries mentioned

above, Germany, Italy and Japan, surely is connected with the rapid

"m«‘awr«y of those countries after the war. The principal rapidly

“'59{ Rmmld Md\mnon \h»m-mrv waw mzd (m:fwlimi Flexibility in the

Foreign Excluriges, Essays in International Finance No. 83 (Princeton, N. J.:

Princeton University Press, 1971), See also Bela Balassa’s important paper,
“The f‘urchd~xm, Power Parity Dodtrine: A Reappraisal,” Journal of Political
Economy, vol. 72 (1903), A caretul statistical analysis has been made by Hirotaka
Kate, “Statistival Analysis of the Gap between Consumer Price and Wholesale
Price Movements in Japan, 1960-1904,” in Shokei Ronso (Kanagawa University,
Japan), vol, 11, no. 4 (March 1907),
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growing exports of the three countries are manufactured commodities,

- especially durable ones. These are-the industries with the most rapid

recovery and productivity growth.™
But whatever the complete explanation, the difference between
the United States and some other important countries with respect

“to the divergence between consumer prices on the one hand and

wholesale and esport prices on the other has far-reaching economic
vonsequences. Suppose the United States succeeds in stopping infla-
tion in the sense that consumer prices remain stable. Since the prices
and price levels of internationally traded goods in different countries
are Jdosely linked and move together, the larger gap in Germany and
Japan between the WPI and Pl on the one hand and the CPI on the
other implies that their CPIs voould have to rise substantially vis-3-vis
that of the United States if equilibrium in the balance of payments is
to be maintained at fixed exchange rates. In other words, there is a
sort of inflation-transmission multiplier at work. Inflation in the
United States whether zero or positive, is transmitted in a signifi-
cantly amplitied manner to some other countries in terms of the CPL

This has importap’ implications for the future of the interna-
tional monetary system, especially for one that is based on the dollar,
It has often been said that as long as the world is on the dollar stan-

 dard——that is to say, as long as most countries peg their currencies to.
the dollar and keep them convertible—the U.S. sets the pace for

world inflation. It is true that in principle the price relationship is
reciprocal: U.S, inflation induces inflation in all countries that main-
tain fixed exchange rates and inflation abroad induces inflation in the
United States. But, as an empirical propostion, the relationship is
assymetrical. This follows from the fact, or what I take as a fact,
that American inflation is almost entirely determined by domestic
policies—domestic policy objectives and constraints—and is only

 marginally influenced by forces from abroad.”* Twenty years ago

monetary and fiscal policies which determin~ the pace of inflation

24t Jowuld be kept in mind that in the United States, and presumably elsewhere
too, the L1 is statistically a much poorer and less reliable index than the CPI

“and WPL In the case of Japan one could also think of lower “dumping’” prices
Cas an esplanatory factor, But in view of the American sensitivity to dumping,

flagrant cases of dumping are unlikely to escape detection and are subject fo
countervailing and anti-dumping measures,

2 William D. Nosdhaus, “The Worldwide Wage Explosion,” Brookings Papers
o Eeonomie Activity, 20 1072 (Washington, D, C.: The Brookings Institution,

™Mo73), reaches a tair conclusion. “How does the US. exert such a powerful

influence on prices abroad? Paradoxically, the answer is because the US. is
the only country that does not (or can afford not to) care seriously about the
effect of its price level on its external position.” (I 450.)  Actually there is
nothing paradovical about that,
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“in the United States were still influenced by balance-of-paymenitg
©considerations. This is no longer the vase and most economists agyry
~that it should not be the case. Tt is the principal postulate of tthy

____policy of benign neglect that macroeconomic policies should be desan,
““ments. Sven officials who reject the policy of benign neglect acey
its basic postulate. Thus, Arthur Burns's fanous Ten Commansdy
" ments for international monetary reform state that the “internatioyd
monetary system will have to respect the need for substantial autxny
“omy of domestic monetary policies. . .. No country . . . should hwiy
to accept sizable increases in unemployment to reduce its deficit. Nany!
"+ “should a surplus country have . ., [to accept] high rates of inflajgny
{to reduce its surplus].” #
.. ..The cydical situation and the rate of inflation in the Unliy
““States are, of vourse, subject to some influences from abroad viabiy
balance of payments and more directly through exchange sy
changes. For example, the large trade deficit of $6.8 billion in 1%y
must have helped a little to dampen inflation, and the 1973 devalwiy
tion of the dollar somewhat exacerbated the inflationary tremy
through the rise in import prices even before it began to hawx
y “favorable effect on the balance of payments.
& 20 But for the United States these repercussions and feedbacksi
- normally minor and can be offset, and are likely to be offset, hy
_domestic policy changes. For all other Western countries, howenty
| “they are of major importance® Because of this quantitative. iy
= .- symetry, we can say that the United States sets the pace for wioly)
inflation, that is, it sets the pace for inflation in the many couniydg
~ that peg their currencies to the dJollar and keep them convertidily
o So long as exchange rates are fixed and currencies remain Q@
...vertible, this is a fact of life that would not be changed even ift iy
.dollar were replaced by SDRs, Only by changing parities or by fhuyr
“. ing can othzr countries stay out of the backwash of the Amerny
. inflation.
" "To say, as | do bluntly, that the United States sets the pacied{
‘world inflation, does not mean that the United States is responsiiy}
“for every inflation in the world. Many countries have manageili y
" generate, autonomously and voluntarily, more inflation than we ki

“22 Arthur 1. Burns, “Some Fasentials of International Monetary Reform,” Fehm
Reserve Bank of New York Monthly Revicw, Tune 1972, p. 132 (address to Ky
1972 International Banking Conference, Montreal, Canada, 12 May 1972).
=+ 1§ the U.S. trade balance shifted from the current deficit of almost $7 biliRyy

_to a larger surplus of $13 billion, which sometimes is mentioned as a targdy i

would be a highly inflationary factor,

i

mined by domestic policy objectives and not by the balance of Py
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~This is clearly true of the many countries that have been forced at
one time or another to devalue vis-3-vis the dollar. It is also true of

- some that have kept their currencies stable in terms of dollars, al-

though in that case the fact is a little more difficult to establish. If a
country has trouble keeping its external balaffe in equilibrium
{symptoms: use of controls, Joss of reserves) andfig forced from time
to time to depreciate, we can conclude that it is genfrating its inflation
autonomously, although this often does not inhiBit such a country
from loudly complaining that the U.S. is exporting inflation.

On the other hand, if a country has more infla®n measured by
the CP{ than the United States, it may nevertheless be argued that
it has been subject to unwanted inflationary pressure from the U.S.,
for its more rapidly rising CPI may be due to the working of what 1
have called the inflation-transmission multiplier.

Some writers have tried to demonstrate that most countries that
have been complaining about being forced to “import inflation” from
the United States have in reality made their inflations all by them-
selves. The demonstration takes the form of showing that, in the
crucial vears, the central banks of those countries have increased
their domestic assets just as much or more than their foreign assets.
The idea is that we can speak of imported inflation only if the increase
in the money supply is substantially equal to, and is due to, an

increase in the international reserve, reflecting a favorable balance

of payments, irrespective of whether the reserve flow stems from
current transactions (trade surplus) or capital movements (including
speculative funds).

This seems to me an unduly narrow interpretation of the matter.

True, both an imported inflation (rise in prices) and a homemade one.

have to be supported by an increase in the quantity of money. But
whether this increase comes entirely from central bank purchases of
foreign assets (increases in their international reserves) or partly or
predominately from purchases of domestic assets (open market opera-
tions or loans) is a matter of secondary importance. If the latter is
the case, that is, if the acquisition of domestic assets is partly or
largely responsible for the increase in the money supply, it may reflect
a deliberate policy designed to torestall an undue accumulation of
dollars or it may be the consequence of & boom touched off by heavy
orders from abroad. In neither case does it preclude a perfectly
honest statement to the effect that the inflation was imported, in the
sense that it would not have occurred if the balance of payments had
not gone into surplus, The basic fact is that prices and price levels
in countries engaged in intensive trade with one another are closely

S
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~connected through the medium of tradable-goods prives which, allow-

~ing for transportation costs, are the same at home and abroad.

" Therefore such price levels react promptly to -inflationary impulses

from abroad and to changes in exchange rates.®* Whether a given

“country -follows the US. inflation reluctantly, is scriously incon-

venienced and hence can be said to be subjected tc unwanted im-

- ported inflation, or whether it generates enough inflation at home

to get into balance-of-payments troubles even if there were no U.S,

inflation—the answer to this hypothetical question cannot be deduced

solely from e ratio of foreign to domestic assets in the central bank

of the country concerned. Additional evidence is required to decide

this question, such as a loss of reserves, resort to controls and

ovcasional devaluations,

This analysis should not be interpreted, however, as a denial or

“disregard of the fact that no country need submit to imporied infla-

" tion. On the contrary, 1 believe that any country can, in principle,

shield itself from foreign inflation by appreciating or floating.* In

fact, appreciation and floating are the only really effective defenses

against imported inflation. Large countries with a small foreign trade

- sector may be able to resist inflationary pressures from abroad by

; using open market operations to offset the monetary expansion

L caused by the influx of reserves and to reduce the prices of nontraded

goods as a counter to the price increases of traded goods. But there

" obviously are economic, political, psychological, and institutional

e limits to this increasingly costly policy. Small countries will reach

-—.  these limits quickly. The longer a country resists, the more the

- inflationary pressure will be intensified by speculation. Small coun-
tries are likely to be overwhelmed in a short time.

But let me repeat, the compulsion to submit to imported inflation

__arises only under a 1egime of fixed exchanges and convertibility.*"

VR By appreciating its curfency a country exerts inflatlonary pressure on its
neighbors who refuse to go along. For example the German appreciation in 1969

had a strong inflationary impact on Austria and Switzerland. These countries

- learned their lesson and followed Germany immediately in ity next appreciation
—in 1971, in 1973 Switzerland floated before Germany moved,

- By parity of reason, it follows that by depreciating its currency a country
exetty anti-inflationary pressure on its neighbors who refuse to go along. This
is, of course, true only if currencies are convertible in the market.

#% {t whould not be overlooked, however, that monetary influences from abroad-—

~inflationary and especially deflationary influences—often have an admixture of
real shifts in international demand, These real shifts cannot be obviated by
monetary measures such s parity changes,

24t iy well known that inconvertibility, that is, propping up a nominally fixed
exchange rate by a battery of controls, is analytically (not merely definitionally)
equivalent to disguised devaluation or upvaluation with multiple exchange rates.
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- Some Implications for the Future of the International

.. Monetary System

The fact that the US. inflation rate, whether positive or zero, is

amplified as it is transmitted to some other countries makes the

operations of the fixed-rate system more difficult. For this means
that even if the United States managed to keep its rate of inflation
at an internally tolerable and sustainable level of not more than, say,
a 2 percent annual rise in the CPI, it may involve what may be an
unaceeptable rise of, say, 4 percent in some other countries such as
Germany and Japan, In other words, because of this multiplication

* factor, the United States is capable of “exporting inflation” even if it
has none internally.”* This clearly strengthens the case for flexible
exchange rates. The problem is, of course, greatly aggravated when
the United States has rates of inflation of 4 or 5 percent because then
many currencies, not just a few, become undervalued vis-d-vis the
dollar.

The problem would not go away if the dollar were replaced as
an international reserve and official intervention currency by SDRs,
for it will always be a difficult job to devalue the world’s most
important private transactions currency. The reluctance of surplus
countries to appreciate their currencies vis-a-vis the dollar has, one
gets the impression, little to do with the reserve and official interven-
tions function of the dollar. Rather it seems primarily motivated by
the fear of losing a trade surplus, a mercantilistic attitude to be sure,
and the superstition that changing an exchange rate as such is a
burden.”® There is furthermore the understandable apprehension in

27 1n the early 1900s whoen there were complaints abroad that the United States
“exported inflation” through its deficit, American officials replied indignantly that

.o America had no inflation and therefore could not export it. This was little

comtort to other countries which had to submit to inflationaty pressures from
the American deficit. But the Americans were right in the sense that it would
not be reasonable in the modern world to ask for more than price stability.
To avoid exporting inflation—in other words to enable some other countries to
enjoy a stable CP’1 at fixed parities—the United States would have had to lot its
‘CPE go down. But it the United States had a slightly declining price level-~
which, it will be remembered, many economists used to regapd as the optimal
policy-—it surely would be accused by some of “exporting deflation” because
quite a few countries would not be able to maintain parity with a dollar that
gained steadily in purchasing power, ‘

¢ feonomists have nurtured this superstition by emphasizing, for want of oco-
nomic arguments, the alleged “political” and “psychological” burdens of chang-
ing paritics. In Trance, where the mercantilistic tradition is especially strong.
official spokesmen have made it abundantly clear that their reluctance to soe the
trane appreciate vie-3-vis the dollar is motivated by the wish to protect French
industries trom what they regard as excessive American competition,
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 surplus countries about the danger of overadjusment (overshooting
o “the equilibrium rate). After all, the equilibrium rate is not known
©and nobody wants to see a surplus position turned into one of deficit.
___For this reason, there is an entirely rational tendency under the
7 adjustable peg system to appreciate too little rather than too much.

1f this appraisal is approximately correct, putting SDRs in the-place

‘of the dollar would achieve very little. ™
The upshot is that, in the future, we have to expect the emer-
gence from time to time of disequilibria which require parity changes.
The dollar will probably be involved even if the United States
manages to curb inflation. But with a U.S, inflation, <he problem

becomes much more serious.

Under the adjustable peg, parity changes are bound to be pre-
veded and accompanied by currency crises triggered by increasingly
"~ massive flows of speculative funds. Controls on speculative capital
flows is not the answer. The longer they last and the more often they
~are applied, the less effective they become unless they are progres-
sively tightened. They hit “legitimate” or “virtuous” capital along
with “speculative” or “bad” capital and sooner or later require
carrent account controls as well. This cannot be further discussed
4 here. 1 confine myself to drawing attention to a neglected aspect that
- has become very important in the last crisis: When speculative capital
‘ flows are increasingly subjected to controls, speculation turns more
and more to commodities. When it becomes difficult and expensive
to speculate in marks and yens, the next best thing is to get out of
currenvies expected to depreciate by making speculative purchases of
international traded commodities.”” This seems to have happened
on a very large scale during the last crisis and to have greatly con-
tributed to the sharp rise in raw material prices.”' This development
__._is a natural extension of the familiar phenomenon of “leads and lags.”
__Gold speculation Is another manifestation of the same phenomenon.
But, fortunately, the price of gold does not enter the cost-of-living

#To replace the dollar as a “pivet” or “numéraire” in which paritics are
_oxpressed bas already been achieved to some extent because numerous new par
lyalues of central rates including that of the dollar have been officially declared
iy terms of SDR«. It is, however, & change of negligible importance except on
- ¢he question-begging assumption that it will make parity changes, including that
wil of the dollar, easler.

E # rgneculation” shouid be interpreted in a broad sense. 1t means not only specu-
S fationy in commodities by people who are not engaged in production or in export-
ing and importing of the commodities cyncerned—"pure speculators” we may call
them—but also, and primarily, speculative purchases and orders by producing
firms (national and multinational corporations) and by professional exporiers
and importers.
‘ See an illuminating article in The Economist (April 14-20, 1973).
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inden or the whalesale price index, Given the current hugg volume

of world trade, leads and lags, forward buying, and commodity -

speculation can move many billions of dollars from country to country
in a shart time, To restrict this sort of speculative flow would require
tight contrels going far bevond the finandial area:

The conddusion is that floating is the only way to cffect parity
changes without setting in motion increasingly massive and disruptive
capital flows, This is now being widely recognized in official cirdles.™
How mudch floating is required remains to be seen. Rapidly accumu-
lating experience suggests that even extensively managed flosting

-dreates enough uncertainty about the future movements of exchange

rates to discourage most spevulators, The German periods of floating
{1909, 1971 and 1973), the Canadian case and the Brazilian “trotting

~peg” all point in that direction.™

Let me end with a cautionary note. It the American inflation is
not stopped and if the dollar becomes overvalued from time to time
vismd-vis numerous currencies, there will be plenty of trouble in the
international field. This trouble can be greatly reduced by floating
of the currencies concerned, but it cannot be completely eliminated.
Repeated devaluations of the dollar are bound to make more acute
attempts on the part of official dollar holders to diversify their reserves

by shifting some of their dollars into other currencies, This dangerous

development, which seems to have started already, cannot be dealt
with by floating,"* But this is not an argument for the adjustable peg.
On the contrary, because it breeds more and more crises, the adjust-
able peg system is apt to heighten the danger of instability by causing
shifts of the ballast of official reserves in the hold of the international
monetary ship.

v F——r————- 12

~ination of what capital controls can and cannot do, reaches this conclusion: “The

main losson of past experience is that i case of confidence crises involving the
dollar, in view of the large dollar balances which can be shifted around, the only
effective detense against unwanted inflows is temporary setiing free of the dollar
exchange rate”-—that is, temporary floating,

O the Buaalian esperiemae, see Juergen B, Donges  Brazid's Trotting Meg
A New Approaeis to Greater Exchange Rate Flexibility in Less Developed Cooin-
trive, with an introduction by Gotttried Haberler which discusses the losson, of
the Brazilian experiment for the industrial vountries (Washington, D, C.: Aner-
wan Laterprise Institute, 1971), On the Cuanadian case, see Paul Wonnacott The
Floatime Cananduan Dollar: Lyelange Flexibility and  Monetary  Indepemionce
(Washington, D, Co American Enterprise Institute, 1970), )
Bl can, of course, be argued that the adoption of & general system of freely
floating parities would not require large official reserves and would therefore
automatically climinate the danger in question. But such a radical reform surely
is most unlikely to materialize and, even if it did, the problems of officlal
reserves would remain during & long period of transition,
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- It would go bevend the scope of an essay devoted to analyzing

-~ “the international implications of the American inflation to discuss the

" proposals that have been made to cope with the danger of official

reserve shifts ™ 1f inflation were curbed in America, the danger of

shifts of dollar reserves would be dramatically reduced if not entirely
eliminated.

Ceteran consed inflationem esse delendani,

B

Postscript: Developments since Completion of This Paper*

Since this paper was completed (late May 1973) exchange markets
“have remained troubled and confidence in the dollar has not been
restored.  The eschange value of the dollar against some major
currencies has sharply dropped—especially the German mark and
the Swiss frane. On June 29 the mark had to be appreciated again
vis-a-vis the other currencies in the common float, this time by 5.5
percent, to prevent it from piescing the back of the “snake” and so
demolishing the common float, The Swiss franc continued its inde-
pendent float, but substantially followed the course of the mark. On
July 2 the Austrian schilling was appreciated by 4.8 percent to neu-
L tralize the inflationary backwash of the German appreciation. The
= —pound, the lira and the Canadian dollar continucd their floats but
L stayed more or less with the dollar. From June 4 to July 6 the mark
rose vis-a-vis the dollar by 15.31 percent, the Swiss franc by 12.62
percent, and the French franc by 10.28 percent.™
1t should be noted that these figures, which have been widely
publicized, give a greatly exaggerated impression of the depreciation
of the dollar since the beginning of the float or sinke May. Actually
~ the value of the dollar has not much changed since March vis-a-vis
—.-the great majority of currencies, it has not declined in recent months -
-against the currencies of tountries with which the United States does =
about thrcc-quaners of its trade. Among these currencies are not only :

w0 Let me mention, howewr, a proposal by Professor William Fellner that would
—-be helpiul in this connection. He recommended that the U.S, consider offering =
;-f 4o official holders of dollar balances abroad “low interest securities carrying a 2
“purchasing-power guarantee.” (William Fellner, The Dollar’s Place in the Inter.
national System,”’ The Journal of Economic Literature, American Economic Asso-
ciation, vol. X, no. 3 (September 1972); available also from American Enterprise

cene - Inititute, Washington, D. C., AEI Reprint No. 8.)
M “For the rest, 1 hold that inflation ought to be destroyed.” Paraphrased from
Marcus Porcius Cato, The Censor.
* Written july 15, 1973,

31 The figures represent averages of buying and selling rates at noon in New
Yark,

1
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~ sterling, the lira, the Canadian dollar and many others of lesser im-
.- pertance, tut also the ven,™ Until July 13 the overall trade-weighted

deprediation of the doliar against twentv-one OECD countries has
been 3.7 percent from March 20 and 4 percent from May 4, 1973,

- What has happened since May is best described as a sharp apprecia-

tion, vis-a-vis the dollar and most other currencics, of the mark, the
Swiss franc and the Austrian schilling to a lesser extent of the other
currencies in the common float,

The lack of confidence in the dollar is not difficult to explain in
general terms. ™ After two formal devaluations, the dollar's stability
is no longer taken for granted. This has induced many foreign dollar
holders, private ones as well as some official institutions, to diversify
their currency holdings by shifting part of their dollars into other
currencies, espevially the mark, 1t also has alerted many people to
the need to watch for symptoms of weakness in the dollar. The
resurgence of inflation in the United States and the debilitating effect
of the Watergate attair on the administration’s ability to pursue a
vonsistently vigorous anti-inflation policy and to resist spending
pressures from Congress and special interests surely were two of the
major factors sparking the new wave of speculation. Others were

~ Germany'’s very energetic anti-inflation measures and the strong show-
ing of its-balance of payments, which made the mark an obvious

canaddate for appreciation, Because of the common float arrangement
the mark pulls up other currencies.” As explained above, any such
speculation is bound to focus particularly on the dollar,

I There has been a ~harp contrast between the ven and the mark, While the
mark has sharply apprecisted, the yen-dollar rate has changed little since March.
Space does not permit an analysis of this remarkable development. But it may

_be mentioned that the Bank of Tapan has been able to reduce its dollar holdings
by about 84 billion. Without these interventions the yen would have depreciated
* somewhat and the dollar would be correspondingly higher, The Japanese current

ascount surplus has tor the time being disappeared, Japan seems to have been
importing raw materials on a grand scale,

W This e true only ex post. | do not daim that | have toreseen the recent appre-

“eiation of the mark and other currencies or any of the specific crises meptioned
-~ garlier in this paper, 1 could casily give documentary evidence for this statement,

bt 1 could alee prove that the same s true of the vast majority of economists,
official as well av academic, working in the ficld of international finance, 1t is
one thing to demonstrate that the system of the adjustable peg 1 crimseprone,
and an entirely different thing to forecast with any accuracy the Hming and
intensity of particular crises or waves of speculation,

+# Thus onee again the disruptive power of fised exchange rates in the absence
of a sufficient coordination of policies has been strikingly demonatrated. Befoge
appreciating the mark on June 29 the Bundesbank had to buy DM 4 billions’
worth of the other currencies in the commeon fleat in a futile attempt to keep
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It is true that, measured in terms of the consumer price index,
the American inflation has been substantially less than the inflations

~in Germany, Switzerland, Japan and elsewhere, But the German

esport boom has not yet faltered and the market has learned that

" ditferential rates of inflation are not alwavs, at least not in the short

and medium run, & good suide for exchange rate developments, (The
reasons are analvzed above, pages 91-92))

Sophistivated observers and speculators are perturbed by the
failure of U.¢. monetary authorities to control the money supply. In
1972 the rate of monetary growth was at its highest level since ihe
Korean War, 8.9 percent. True, it was down 2.2 percent during the

" first quarter of 1973, but it shot up to 10.3 percent during the second

(annual rates). The attempt to substitute suppression of symptoms
of intlation for resolute elimination of inflation’s causes, to freeze and
centrol prives instead of putting a firm rein on monetary growth and
raising tanes, does not inspire confidence, The unanimous support
of the Demun tatic caucus in the Senate for a "90-day freeze on prices,
protits, rents, wages and salaries, and consumer interest rates”—many
even asked for a rollback of prices—and the inability of an embattled
administration to stand up to such irrational and hysterical demands
has made o deplorable impression.'! So has the haphazard imposition
of restrictions on the export of important commodities.

1t will be recalled that in 1971 one of the main justifications for
controls was that “excess demand had been eliminated from the sys-
tem” .- presumably by monetary restraints. The remaining inflation,
it was said, was due to cost-push pressuses and inflationary psychol-
ogy, for which wage and price controls were the only cure. It was
difficult to attach a precise meaning to the phrase “excess demand
has been eliminated,” for neither the quantity of money (M) nor total

" _.expenditure (nominal income, MV) had stopped growing.** But what-

[N i o R — - ———

the mark in the snake. True to form the German minister of finance vehemently
denied any intention to appreciate only a fow hours before the decision to do so
was announced. He went out of his way to attack the “irresponsible professors”

T an the Institute in Kiel, Their transgression had been to warn that the Cerman

anti-inflation polivy could not succced and would lose s credibility without
pratection againet inflationary influences from abroad.

i1 An overwhelming majority of the Democratic senators also voted for a large
increase in the minimum wage—which is, in effect, a voie for more inflation and
more unemployment, especially of underprivileged workers (such as teenagers
and blacks).

2 What had been squeezed, though of course not climinated, was profits. It
would have made more sense 10 use the Keynesian phrase that inflation was no
longer @ “profit inflation,” but an “income inflation” (cost inflation).
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- - ever the advocates of controls originally had in mind, there seems to
- - be general agreement that wage-push has not been the moving force. _—-
C=-+in 1973, The new inflation is a demand inflation. “Therefore the
original justification for controls is no longer applicable.® The new
T T Toprice freeze was imposed at a most inopportune time and it caused .
TTmost serious wastes and distortions almost immediately. 00 77T
It almost looks as if the administration had wanted to demon-
strate the absurdity of a price freeze. In that it may have succeeded.
The majority of the senators who had demanded a general freeze
voted a few weeks later, when beef became scarce, to abolish the
freeze on beef prices. Moreover there is some evidence that the. :
debacle of the American price freeze and control of 1973 served as a -~ —
warning example to some foreign countries such as Germany which - ‘
| have not yet tried it themselves, (The 1971 freeze and Phase Il may
.—-—- have had the opposite effect, because it was oversold as a great
success, although in retrospect few would continue to make the
exaggerated claims that were made earlier,)
The disillusionment with controls is a very healthy development.
But there is danger that it may go too far in one respect: Wage pres-
sure by labor unions will again become the most serious stumbling
block to regaining price stabilitv, Much praise has been heaped on
unions for their moderation. But workers’ earnings are rising at an
“annual rate of 7 percent. This may be moderate under present
- - ~inflation. But will unions accept a slower wage growth of, say, =
"3 to 4 percent—which is probably the maximum compatible with 5
price stability? I doubt it. 1 am afraid that we shall soon be con-
fronted again with the problem of wage push by monopolistic unions.
mopulies require controls. The tragedy was that price controls were
applied indiscriminately to a largely competitive economy. The
debacle of this policy should not be allowed to compromise monopoly
" control. And labor unions are the most powerful monopolists,
The 1973 surge in prices has made the international character
~ of inflation more conspicuous than it was formerly. Monetary author-
. ities in most countries have seized the opportunity to plead innocence I
--and to blame inflation on other countries and on anonymous inter- =3
" national markets, Small and medium sized countries are indeed, as =
we have seen, powerless to avoid world price trends unless they are

< VIt is sometimes said that we still have a case of cost-inflation because the
sharp rise in raw material prices has raised production costs. But this makes -
little sense, since most saw materials, feedstuffs and foodstuffs are traded in -
. highly competitive international markets. If the worldwide surge in demand for
raw materials is not a case of demand inflation, it is difficult to see what would R
be one. I
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“ready to float. (And even tloating does not ensure immediate success.)

© But for very large wountries such as the United States, the scope for

T blaming others is very limited. Without the excessive monetary
S eapansion and large government detiaat an 1972, the domestic com-
__ponent of the US. intlation would have been at least much smaller

~than it was, and the imported component, would also have been
smaller because it is partly the resuit of inflation previously exported
from the United States. ;

As mentioned earlier a shift of foreign official Jdollar hold-
ing~ into Gurman marks and possibly other currendies has been
underway. The German Bundesbank stated in its last annual report
that the mark has become the second largest rescrve currency (but did
not divulge the names of the countries involved). This type of port-
foliv readiustment by official dollar holders may put pressure on the
Jollar tor a considerable period, unless U5, inflation is credibly

“aurbed or an international agreement on ofticial reserve holdings is

reached. Readjustment of private currency holdings on the other
hand can be assumed to run its course quickly,

Given these adverse tactors, the present system of widespread
floating surely has worked much better than the tormer system of
the adjustable peg would have. 1t is not hard to visualize what would
have happened under the varlier arrangements: huge flows of dollars

S inte Germany, Switzerland, Japan, and so forth; ministers of finance
‘ and presidents of central banks rushing around trom one emergency
meeting to another; a rash of controls on the international movement
of funds and eventually devaluations, upvaluations—-and floats.

This is not to sav, however, that the present situation is satis-
factory, In particular there is almost general agreement—this time
shared not only by officials, who have to profess optimism, but also
by the great majority of independent experts—-that the dollar is now
.undervalued in the sense that, at current exchange rates, the United
States.is likely to develop after some delay a large export surplus.
- In other words, it is widely believed that speculation against the
= dollar has gone too far and that the current pessimism about the
- dollar’s [uture is excessive,

T4t is argued in the body of this paper that occasional judicious
‘management of a float by intervention in the exchange market need
not deprive the float of its beneficial effect or signify a return to
~-the crisis-prone system of the adjustable peg, so long as such manage-
ment stops short of rigid pegging at a specific rate. | have argued
elsewhere at greater length that situations may arise, especially when
noneconomic, political factors are involved, where the speculators and

.
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the markets are wrong.’* In such cases government intervention in PR
““the market—that is, counter-speculation—is in order. ST
" There is reason to believe that we have such a situation today,
in which case the dollar should be supported by official intervention in
the market. From a technical standpoint it does not matter who -
intervenes, the United States selling gold and foreign exchange for
dollars, or foreign central banks buying dollars. But since psychology
and politics are heavily involved it is very important that interven-
tion, if it takes place, be done with international agreement. These
highly important tactical problems can be discussed here only briefly. .
As far as the U.S, is voncerned, it should use its gold stock which ~ -
“is quite large at the current free market price, to bring down the.
price of gold and support the dollar.*” The alternative—or supplement
—=t0 gold sales would be to borrow marks and other currencies from
the International Monetary Fund (IMF) or from foreign central banks.
T This course has been strongly urged by the Europeans. From the
' standpoint of impact on the exchange market, it comes to the same
whether Germany buys dollars with marks or the United States
borrows the marks to buy dollars. Moreover, both alternatives would
vause the German money supply to expand, a consequence that would .
tend to counteract the anti-inflation policy of the Bundesbank, The . .
. economic difference, however, is that by borrowing foreign currencies .
" abroad the United States in effect would give an exchange guarantee -
~ to the foreign central bank.** But if we are sure that the dollar is ;
B undervalued and is likely to rise after the wave of adverse speculation -
o has been broken or reversed, the exchange risk should be no serious ‘
g deterrent,

~H See “The Case Against Capital Controls for Balance of Payments Reasons,”
TmaTpaper prepared for the Geneva Conference on Capital Movements and Their ™"
se=Control, June 1510, 1973 (to be published). 1t is argued there that these are ---:
exceplional cases and that it is much casier to think of cases where the specu-
lators’ judgment about the strength or weakness of a currency was right and that
‘of the authorities wrong than of cases where the opposite was true. But we
. tannot exclude the possibility of waves of excessive .nptimiam.nz. pessimism o
“eancerning the true value of a currency. '

R has been suggested that the US, should sell Jarge amounts of its gold in

the tree market cven if no international agreement on such sales could be
reached, This would, however, not be advisable for, as Professor Tellner has !

~ pointed out lo me, this policy would run the rick that «ome foreign central banks e
might wize the opportunity to ‘get rid of some of their dollars. In that case
selling gold would mean throwing gold into a bottomless pit,

Hin case of borrowing from the IMF even a gold guarantee would be involved
according to the Articles of Agreement. This is another instance where recent
eyents have made the Articles of Agreemant obsolete,
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‘One last word: it should be clear that even massive interventions
wouid do no good in the absence of a firm anti-inflation policy that
‘does not tinker with symptoms by imposing haphazard controls on

___prices and exports but goes to the root of the trouble by putting a
" -tight rein on money supply and doing something decisive about the
budget by reducing expenditures or raising taxes.

After the last meeting of the Committee of Twenty of the Inter-

- national Monetary Fund, the ministers of finance expressed great
optimism that agreement on reforming the international monetary
. system could be reached early next year and the reform be put into
- effect a year later. Details have not yet been divulged but several
" ministers have stated that the new system will again be based on
semi fixed parities; exchange rates will be “stable but adjustable,”
- as the disingenuous phrase goes.
"Before abandoning flating, the ministers would be well advised
- . to do their homework and curb inflation. The reascn behind this
advice is that fixed or semi-fixed exchange rates require close coordi-
nation of monetary, fiscal and wage policies—or, expressed differently,
mutually consistent rates of inflatian. (In other words, not “equal”
rates but “consistent” rates, meaning a little more inflation for some.
. countries, a little less for others, according to circumstances.) It is _
5.7 conceivable, although by no means easy or certain, that the major =
- cour.tries may achieve such a mutually consistent pattern, if the rates

——_of inflation are very low everywhere. For in that case no country —=

T weuld find itself saddled with a very high rate of inflation. But it
~- . is practically inconceivable that there can be found such a mutually

- acceptable and consistent pattern, except perhaps among small groups
- of countries, if inflation rates cluster as they do now around an
8 percent price rise or more per annum.
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. WAGE STABILIZATION POLICY
~__AND THE NIXON ADMINISTRATION

Marten Estey

This essay approaches Hhe wage stabilization program of

tre Nivon administration, trom Phese | through Phase 111,
. as an evomple of mational cconon e bargaining which, in
. sorm as woell as content, reflected experience gained in

previons American wage stabilize ion programs, Controls

are given some eradit for the consderable slowedotwn in the

pite of negotiated increases wnder both the construction
Sl and general wage stabilization programs, but it is empha-
o sizedd that since the stabilization program involved institiu-
tional as well as cconomic geals, its success cannot be
measired solely in terms of its effectiveness in reducing
inflation.

Imroduction

merican expesience with wage stabilization pohues~—-or more spe-
ut:gatI\' with wage restraints, whether mandatory or voluntary-—

- _is neither as recent nor as limited as may be generally supposed. |
“fact, Phase | and Phase 11 represent the fourth time in thirty years
ot fifth, depending on how one counts) that the United States has
“adopted some form of wage stabilization policy, or incomes policy,
~as it is now Known.

Controls designed to keep wages from rising too rapidly were
first used as a wartime measure. During World War I wage
stabilization was administered by the National War Labor Board from
October 1942 through December 1045; the task of terminating these
wartime controls was assigned to the NWLB's successor, the National
Wage Stabilization Board, which ran from January 1946 through
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Februar) 1947, Dunng the Kure.m War, a Wage Stabxhzation Board

71050 until February 1953 :
In 1962, voluntary wage-price gmdupmtw were issued by Pres-
———=—"7dent Kennedy's Council of Economic Advisers, largely as a measure
to prevent an antivipated expansion from becoming inflationary;
they are generally considered to have been abandoned after 1966,
although the CEA continued to set forth guidepost policy up to
January 1909, when President Johnson's final Economic Report was
issued.
Thus the general wage stabilization program of the Nixon admin-
- - istration, which began with the ninety-day frecze announced on
‘August 15, 1971, and as of this writing is about to enter Phase IV,
» has not been a venture into uncharted waters. On the contrary, many
i of the basic policies and mechanisms of wage stabilization, especially
' under Phase 11, reflected lessons learned from previous wage stabiliza-
tion experience,

Economic Stabilization Act of 1970. VWhat may be considered the
first step in the present stabilization program was taken in August
1970 when Congress, over the opposition of the President, passed
- the Economic Stabilization Act of 1970. This act gave the President

““prices, rents, wages, and salaries, But by February 1971 when the
act was due to expire, the administration’s position had shifted to
the extent of announcing that it would “accept” its renewal for two

March 29, 1971, that the administration resorted to this standby
authority in order to establish the Construction Industry Stabilization

... ommittee (CISC) and mandatory controls on wages in the construc- .,

- tion industry—the first of its wage control programs.*
In fact, the Economic Stabilization Act of 1970, as amended
- from year to year, became the basic legislation on which the whole

a—— U

o tor A hiamry nf wage stabiluatian during Wmld War Il and Korea, see
© Abraham L. Gitlow, Wage Determination Under National Boards {New York:
Prentive-Hall, 1953), For a brief summary, see Milton Derber, “Wage Stabiliza-
_tion: Then and Now. The Wage Stabilization Program in Historical Perspective,”
Labor Law lowrnal, August 1972, pp. 453-462.

2 For further details on the origins of the CISC, see Marten Estey, "Wages and
Wage Policy, 1902-1971,” in Phillip Cagan ot al., Economic Policy and Inflation
in the Sixties (Washington, 1. C.: American Fnterprise immute, 1972), pp.
185-195.

=iogvas established, and it tumtmned mth mxymg effectiveness fmm L

“the then unwanted “standby” authority to impose controls to stabilize

years. Rather ironically, it was little more than a month later, on.

' mbdu,atmn program of the Nixon administration rested—from the
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-

Construction Industry Stabilization Committee on through Phases 1,
- 1L HE and 1V,

____The Decision to Adopt General Wage Controls, Although it initiated
wage controls in construction in March 1971, the Nixon administra-
“tion did not turn to general wage controls until August. A variety of
factors contributed to this decision--a decision, it should be recalled,
which scemed all the more surprising because it was a complete
reversal of the administration’s long-standing opposition to controls,
Perhaps most obvious was the rising public pressure for controls,
both from business and political leaders. This, in turn, reflected the
fact that the policy of economic restraint, which had been the key-
stone of the administration’s initial effort for coping with inflation,
had not only failed to produce any significant reduction in the rate
" “of inflation, but had compounded the economic problem by provoking
a rise in the unemployment rate from 3.5 percent in 1969 to 6.0 per-
«ent in the first half of 1971, Thus the seasonally adjusted unemploy-
ment rate was 3.8 percent in July, no lower than it had been six
months earlier; and it was expected to rise in August because of
layoffs in the steel industry (the August unemployment rate subse-
" quently proved to be 6.1 percent). Further evidence of the extent
5 o of slack in the economy was the fact that the capacity utilization
Ll . rate in manufacturing, was down to 75.4 percent in the second
oo quarter of 1971,
B After easing in the first quarter of 1971 to an annual rate of
‘2.4 percent, the consumer price index had turned up again in the
second quarter, rising at an annual rate of 6.0 percent in June,
- Equally disconcerting was the 8.4 percent rise on an annual basis in
wholesale industrial prices in July, the steepest increase since
August 1956.
7" The wage picture did not offer much hope for an early reduction
of cust pressures. First-year wage increases in collective bargaining
" _settlements in manufacturing were 8.7 percent versus 8,1 percent for
“the full year of 1970-—although in nonmanufacturing (excluding
construction) there was some easing, with average increases of
~=r 119 percent as against 14.2 percent for the full year of 1970, And
_the principal measures of wage movements in the private nonfarm
economy showed an acceleration in the first half of 1971; average
hourly earnings rose 7.2 percent in the first six months of 1971 as
against 5.3 percent for 1970, and compensation per man-hour rose
8.4 percent compared to 6.8 percent for 1970,

. 109




MARTEN baliy -

But as in 1962 when the Kennedy administration introduced

7. its wage-price guidelines, the critical factor in the decision appeared -

to involve international rather than domestic economic policy con-
_siderations. In trying to cope with an international monetary and
halame-of-pavments crisis, the administration was convinced that
~bold action on the domestic front-~in the form of the imposition of
general wage and price controls—would “assure our trading partners
of our intentions and provide the framework for a cooperative
approach to the solution of international payments problems.” ®
The combination of circumstances in August 1971, therefore,
seemed particularly well-suited to the introduction of an incomes
“policy., The widespread public demand for such a policy ensured its
acceptance, at least initially, The country was suffering from pre-
i wisely those ailments for which incomes policy is designed to give
7 "“relief (though not necessarily to cure): domestic price inflation, unem-
ployment, and balance-of-payments problems. And last, but not
least, the substantial unemrloyment and slack in the economy pro-
vided the cconomic setting in which an incomes policy would be
most likely to succeed,

- Phase I: The Wage-Price Freeze

- Accordingly, the announcement of the New Ecoromic Policy on
s o August 15, 1971 included a ninety-day wage-price freeze as Phase |
of a longer-run economic stabilization program.
The adoption of the freeze as the initial stage of the stabilization
policy seems to have been dictated by the need for a measure that
" could be imposed swiftly, before those affected by it could 2xploit the

""_;__fformulate a program better designed to meet long-run economic and
equity needs --in short, to design what subsequently became Phase 11
of the economic stabilization program. It was also hoped, of course,

-~ ~with respect to inflation.

issues arising out of the implementation of the freeze. But since the
freeze was only for ninety days, it was decided that exceptions and
exemptions would be kept to a minimum, This left relatively few
major policy issues to be decided.

4 See £r'mwnm Rv;tort nf the I‘rvsldmf, 197’ (Washing:on, D C. U S. Govem—
ment Printing Office, 1972), pp. 68-69.

~_prospect of controls, and that would give the administration time to

The newly created Cost of Living Council was to handle policy |

that the freeze would alter, or begin to alter, the public’s expectations
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As to wages and salaries, two of the most important questions
-0 arise during the frecze concerned deterred increases and retroactive
“increases. The question of deferred increases - wage increases sched-
uled to become ettective during the tfreese, under the terms of collec-
T tive bargaining contracts conduded betore the freese—involved a
conflict between the legal status of contracts entered into in good
faith and the principle of equity for nonunion workers who had no
- opportunity for deferred wage increases. The dedision was to avoid
discrimination and inconsistency by freezing all wages, regardless of

the terms of enisting <ontracts.!
The issue with respect to retroactive increases was how to deal
- with contracts which had expired before the freeze but had been
settled Juring the rreeze, with wage increases retroactive to the
 pre-freeze expiration date. Here, the Cost of Living Council agreed
© - to permit retroactive payment of higher wages for work performed
during the period between the contract expiration date and the
beginning of the freesze (provided the parties could demonstrate that
they had not changed their bargaining positions to offset the impact
of the freeze), although retroactivity was not permitted for work
performed during the frecze. The rationale for approving this limited
retroactivity was that it would provide an incentive for reaching
settlement in negotiations conducted during the freeze (the avoidance
of strikes was an implicit goal of the stabilization program), and at
= -~ -the same time prevent “loading” the agreement to make up for the

=T - freeze)”

e - Boia these decisions, it may be added, were hotly debated and
modified when Phase | was replaced by Phase Hl--for organized labor,
among others, had a fundamental stake in preserving the sanctity

=% -of contracts,

Besides dealing with issues of policy with respect to Phase I,

“the other major assignment of the Cost of Living Council during

“this period wuas the formulation of and preparation for Phase IL

Fhusell

Objectives. As finally developed, Phase Il was designed to meet not
=it just one but several objectives, some of which tended to come into
i conflict with each other,

— - PO —_—

% See Economic Stabilization Program, Quarterly Report Covering the Deriod
August 15 Through December 31, 1971, Cost of Living Council (Washington,
D, C.: US. Government Printing Office, 1972), p. 6.

§ Ibid., pp. 7-8.
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The primary objective, of course, was to bring inflation under

.. program was not operating in a purely economic environment and

-=  that a variety of social, political and institutional factors had to be

taken into consideration. So it was agreed that in addition to seeking

~to control inflation, the program must be fair and equitable, and

should be designed to facilitate an “early” return to the free market

economy and to interfere as little as possible with the operation of

“normal market mechanisms.” % This reflected a deterinination by

. the planners of Phase I to “prevent an undue strain on the institu-

tions, contractual arrangements, and customary practices . in the

- ‘economy.”’ ?

e permitting the normal processes of collective bargaining to operate

) with only the minimum intervention necessary to meet the anti-

inflation objective, and it clearly meant restoring the legal status of

collective bargaining contracts to the maximum degree possible.” But

the question of the precise point at which contractual obligations had

to yield to the imperatives of wage stabilization remained to be
resolved.

The fact that Phase Il had multiple objectives has at least one

consequence that is often overlooked: its success or failure cannot be

—— - “judged in terms of Pay Board standards alone, but must also be

T measured against the other objectives involved. But more on this
point later,

Coverage. The general objectives outlined above led to the decision
that Phase I should be mandaiory rather than voluntary—and as

As far as the labor market was concerned, it meant

_..comprehensive as possible to start with—both because the adminis-

- control. Accordingly, the interim target of Phase Il was “to reduce o
the rate of inflation by about half, to a rate <f 2 or 3 percent, by the
end of 1972.” At the same time, however, it wvas recognized that the

... tration believed that experience with voluntary wage-price guideposts _ -

~under the Kennedy-Johnson administrations had been unsatisfactory,
and because it was feared that a voluntary program would be inter-

7 Taggravate anticipatory price and wage increases.
general exemptions were announced by the Cost of Living Council

" below the federal minimum wage rate, and pay adjustments of

% Economic Report of the President, 1972, p. 83,
T Economic Stahilization Program, Quarterly Report, p, 23,
N Economic Report of the President, 1972, p. 83.
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‘preted as the first move toward compulsory controls and would thus -

As far as wages and salaries were concerned, two important

before the Pay Board began to issue its general wage policies: wages ;
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tederal employees were exemipt from the control program, although

- -the administration requested that certain general pay -increases for

- federal employees be postponed in the interests of conforming to the
general standards of Phase 1

T Additional reductions in the coverage of Phase 11 wage controls

.. were subsequently provided by the low-wage and the small employer

~exemptions. The low-wage exemption originated in the December

- 1971 amendments te: the Economic Stabilization Act, which provided

that “substandard” wages and wages of the “working poor” should

not be subject to control. On January 29, 1972, the Cost of Living

Council announced that wages below $1.90 per hour would be con-

--sidered substandard. Six months later, it raised the cut-off figure to

_ '$2.75 per hour; subsequently, during Phase 11, the figure was raised

. to $3.50 by congressional mandate. The small employer exemption

-was issued on May !, 1972, when the Cost of Living Council decided

that most firms with sixty cmpluyees or less should not be subject to

wage controls (firms with annual sales of $100,000 or less had already

been exempted from price controls). These two exemptions thus

involved a progressive narrowing of the voverage of Thase 1l wage

controls. At the end of the first year of Phase 11, the Cost of Living

Council estimated thar “roughly half of the work force” was exempted

. by the combination of the $2.75 low-wage standard and the small

. _émphyér exemption,”

, - Administrative Categories of Controls. Early in the design of |

~Phase lI, it was decided that the program should concentrate on the

- largest economic units in the couniry. Indeed, this decision was

hardly surprising, since it reflects the basic assumption of modern
- incomes policy, namely, that the success of controls depends upon
‘vestricting or restraining the market power of big firms and big
“unions.' Accordingly, in Category I, wage increases involving 5,000
‘or more workers (and price increases by firms with annual sales of
$100 million or more) were subject to prenotification requirements—
‘that is, they had to be reported to and approved by the Pay Board
“before being put into effect; in Category II, increases involving 1,000
~workers or more had to be reported to the Pay Board; and in Cate-

T U See supplemental submission of Judge George H, Boldt, Chairman of the Pay
... Board, in Price and Wage Control: An Evaluation of Current Policies, Hearings

before the foint Economic Committee, Congress of the United States, part 1,
. November 1972, p, 0.

1000 this point, see Lloyd Ulman and Robert |, Flanagan, Wage Restraint: A
Study of Incomes Policy in Western Europe (Berkeley: University of California
;’uiig l’?l)r PP- “‘50
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~gory 1, those involving less than 1,000 workers were subject only

to spot chedhs, OFf these three categories, Category 1 involved some |

10 percent of all emplovees, Categgory 1, another 7 percent, and
_ Category U1, the remaining 83 purcent,

~ The definitions of Category 1 and 11--that is, wage increases
“involving 5,000 employees or more and 1,000 employees or more,
- respectively were not arbitrary numbers picked out of thin air.

Rather, these were statistical categories of long standing, and had
been used by the Bureau of Labor Statistics (BLS) for many years in
its analvses of collective bargaining agreements. The decision to use
these categories as the basis for the wage control categories eliminated
the need to reclassify BLS data and, at the same time, ensured much-
needed continuity of wage data between precontrol and control

prriods,

The Pay Board. As the agency for administering the wage stabiliza-
tion aspects of Phase 11, a tripartite Pay Board was established,
vomposed of titteen members, five representing business, five orga-
nized labor, and five the public,

Tripartite composition. Although the board’s composition might
appear to be an administrative detail, it has long been recognized,

- both here and abroad, that no stabilization program will work,

regardless of its substantive merits, unless it has the support of the
major secters of the community to whom it applies—in particular,

labor and management. And perhaps the most effective way to secure

and retain such support is to give these sectors participation, through
representatives, in establishing the policies to which they will be
subject. This point was explicitly recognized in the first report of the
Economic Stabilization PProgram when it pointed out that:

- Economic decisions under the program: would: invniv&w

weighing the Jlaims of participants in the economy and
society in relation to the implications of these decisions for
the progress in reducing inflation that was desired by and
benefivial for all members in society. The participation of
those representing major sectors of the economy and soclety
was therefore built into the program to {bring to] bear on
policy issues the expertise and interests of those affected by
the operation of the program.'!

Furthermore, it is worth noting that the concept of a tripartite
stabilization agency goes back to the National War Labor Board of
World War Il and to its immediate predecessor, the Natinnal Dcfeme

e s £+ —— e — - [P,

V1 Economic Stabilization l’ragmm, ertcrly chort, p. 25,
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- Mediation Board.” In addition, both of the wage stabilization agencies
since then, the National Wage Stabilization Board (1945-1947) and
.- the ‘Wage Stabilization Board (1950-1953), were organized on a
tripartite basis. The wage-price guideposts of the Kennedy adminis-
——==-tration were voluntary only, and no agency was ever established to
“ - administer them in the formal sense, although the Council of Eco-
‘nomic Advisers fell heir to the principal responsibility for them,
o - Fundamentally, this tripartite organization reflects the fact—as
Arnold Weber, a public member of the Pay Board, put it—that “the
Pay Board has been established as a forum for national economic
bargaining.” ' Viewed in this light, the determination of wage
: -stabi!izatiun-po!icy is an extension of collective bargaining batween
-1abor and management at the firm level to bargaining among labor,
.. management, the administration, and the Congress over the content
. __of national wage policy,
' Similarly, the “walkout” of the majority of the labo: .nembers
" from the Pav Board, following the board’s rejection of the long-
shoremen’s contract in March 1972, may be secn as a strategic move
in the overall bargaining between organized labor and the administra-
tion; having participated in the Pay Board’s deliberations until its
- ... basic policies were completed,’t the labor members felt they could
.. ... then leave the board without jeopardizing their chance to affect its
- policies and, at the same time, put themselves in a position to require
~-—= —concessions from the administration to induce their return or renewed
~participation in the policy making process. It is worth noting that
_ the walkout was used by both labor and management members of the
Wage Stabilization Board (1950-1963): the labor members withdrew
in 1951 in protest against the board’s wage policles (and returned
~-aAgain three months later), while the industry members and the
‘board’s chairman resigned in December 1952 in protest against Presi-
dem ‘I‘ruman s overruling a WsB decision.”

2 *er a &:rofu! ana!ysis cf the !ripartiw ~ystem. see W, Elllson Cha!mers. Mmcm
- Derber, and William H, McTherson, as quoted in Gitlow, Wage Determination
-~ Under National Boards, p. 128.
~JiArold R. Weber, “Pay Board Problems, Seen From Inside,” Wall Street
surial, Februasy 8, 1972,

T Fora compatable analysis of the “game” of government policy determina-
. tiom, wee Solomon Fabricant, “The Problem of Inflation,” in National Bureau of
© Economic Research, Inc, 52nd Annual Report, September 1972, pp. 18-19,
"1 Prepared statement of Judge Boldt in Price and Wage Control: An Evaluation
- of Current Policies, p. 10,
‘13 See Citlow, Wage Dotermination Under National Boards, pp. 184-185, 188,
The chairman was Archibald Cox, now special prosecutor for the Justice Depart-
" ment in the Watergate case,
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Wage policios: the gencral pay standard, The fiest policy deci=- -

~ guideline for noninflationary increases in wages and benefits. It was -
_setat 3.3 pereent. a figure predicated on the long-term trend increase -
in productivity of 3.0 percent per year for the US, economy as a
~whole, plus an increase of 2.5 percent per year to compensate for -
the rate of price inrease which the administration had set as its goal
for the first year of Phase 1. In short, the 5.5 percent general pay
standard was designed to permit real compensation to rise in line with
trend productivity,
The 192 wage guidepost, in contrast, made no allowance for
Crising prices. It was designed to permit money wages, rather than
yeal wages, to rise in parallel with productivity, The 1971 general _
- pav standard may have been more equitable than the guideposts, in - . -~
C o ghat it attorded labor some protection against erosion of real wages - -+
(full protection if the price target were met), and thus it may have ‘
been more acceptable to organized labor,
The peneral pay standard was to be applicable to new labor
agreements or, in nonunion situations, to existing pay practices. And
in reviewing cases subject to the general pay standard, the board -
. indicated that it would consider “ongoing collective bargaining and
it pav practives” and the equitable position of the employees involved,. ..
invluding the impact of recent cost-of-living changes on their
— compensation, . T
S " The general pay standard, it should be emphasized, applied to -~
Do “units,” not to individual em:nloyees; it was the standard for the
- permissible average increase for all employees covered by a collective '
bargaining agreement, or subject to a particular wage decision, But
individual employees could receive increases in excess of the general
. standard, as loang as their increases were olfset by fess-than-standard
~ . dncreases for other employees, - D
’ The general standard was designed, of course, to be a general
- ceiling on permissible average wage increases, not a floor. Nonctheless,
-~ the issuance of such a numerical standard has frequently been opposed
“precisely because it is feared that, at least so far as negotiated wages -
- are vonverned, it does become a floor, creating a situation in which..
no union leader is willing, or politically able, to settle for less. Another
critivism is reflected in a February 1973 statement by the Labor-
“Management Advisory Panel to the Cost of Living Council: “No single
standard of wage settlement can be equally applicable at one tine =
to oll parties in an economy so farge, decentralized and dynamic. ¢ -

4 New York Times, February 27, 1973,
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Wage policies: defenred and yetraactior imereases, At the same
time as it dedided on a general pay standard, the Pay Board was
forced to grapple with issues first raised Jduting the freese, namely,
deterred swage increases and retroactive wage increases,

Sinmve the treesze was over, the objective of minimal interterence
in ollective bargaining became a signiticant consideration in policy
deaisions, Aw g result, inoa reversal trom the Phase [ policy on
deferred increases, the legal status of contracts took precedence
over trying to maintain equity as between union and nonunion
emplovees. The Vay Board ruled that deferred increases should be
granted even though they exceeded the 5.5 percent general pav stan-
dard, unless challenged by a party to the agreement, or by five or more
members of the board. If a deferred increase was challenged, the
board would then determine whether or not it was “unreasonably
inconsistent”™ with s criteria. The business members of the Tay
Board subsequentiv indicated that thev would challenge all deferred
increases in excess of 7 opercent, and this 7 percent limit eventually
became accepted board policy.

The Council of Economic Advisers later estimated that it all
Anown deferred increases scheduled for 1972 were limited to 7 per-
cent, or less it the contract in question called for it, deferred increases
would add 2 Little more than 0.1 percent to the average rate of wage
increase for 19727 In other words, assuming the general pay stan-
dards were ettective, it would bring the average increase in wages in
the private sector to 5.0 percent.'

But when it came to retroactivity, the Pay Board opened the
door only part wav. It ruled that retroactive increases for work
performed during the freeze would be permitted only upon board
approval on a case by case basis, and that it would approve retro-
activity only if (1) prices had been raised in anticipation of wage
increases, (2) if a contract made during the freeze succeeded one that
expired before the freeze, and retroactivity was an established practice
or had beer agreed to by the parties, or (3) severe inequities existed
in the situation.'

These pav policies - the general pay standards and the policies
regarding deferred and retroactive increazy. - were passed by a vote
of ten to five, with the labor members dissenting. Afterward,
AFL-CIO President Meany charged that these policies (on retroactive
increases) “have abrogated our contracts.” "' As we shall see, having

Vo Ecenonne Report of the Pressdent, 1972, p, 97,

I~ eonomne Stalulization Progrant, Quarterly Report, p. 73,
" New York Times, November 9, 1971,
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failed to win on the Pay Board, labor <ubsequently prevailed in
Congress.

Wage policics: caceptions, Having enundiated its general pay
standards, the Pay Beard then moved on to deal with the problem
of exceptions  those situations in which wage increases in escess of
the general standards would be permitted.  Basically, three major
categories of exeeptions were approved - (1) the tandem exception,
involving relationships in which one or more agreements had his-
torically been patternc ™ on or followed a kev cellcitive bargaining
situation, so that their wages moved in tandem awith it; (2) the essen-
tral emplovee exception, involving wage increases needed to attract
labor in certain labor shortage situations; and (3) the catch-up
exception, involving situations in which wage increases in the three
preceding vears had totaled less than 7 percent. The maximum
permissible increase, under any esception, or combination of excep-
tions, was 7 percent,”!

Although these exceptions to the general pav standard resulted
from the corrent dedisions of the Pav Beard, it should be emphasized
that they were not simply the product of political and economic
pressures ot the moment, however great those pressures mav have
been. On the contrary, each of these policies tollowed a precedent
eetablished by a previcus wage stobilization progrim. In recognizing
that there had to be exceptions to its general pay standard to meet
labor market needs, institutional needs, and considerations of equity
and tairness, the Pav Board was adhering to the basic concepts of
established wagce stabilization policy.

As to the tandeém exception, it has long been common in many
industries tor collective bargaining agreements in one major firm
or group of firmes to set a pattern that is followed dlosely by other
firms so that wage and pav provisions in the latter quite literally
move in tandem with those of the pattern-setter. But the estab-
lishment of the treesze on Aupust 15, 19710 iarertered  with the
operation of this relationship in a number of industries. In steel, for
example, agreements were reached with the major steel companies in
carlv. August. But some of the smaller firms, which traditionally
followed biy «teel by a matter of weeks, found their wages frozen
and unable to move in accordance with their tandem pattern. Once
Phase I began, it seemed appropriate and equitable to permit the
steed companies caught in the freeze to raise wages by as much as
7 pereent to restore their traditional tandem with the big steel com-

M Econonie Report of the Dresident, 1972, p, 92,
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panies, so that a unitorm pattern of wage indreases in the steel
industiy would again prevail.

he tandem exception was not oniginaliv devised by the Pay
Boardh Ceneral Woee Revuianion 100 Tandeme  was one of the main
polivies fssued by the Wage Stabidization Board in 19517 and it in
turn grew out ot the policies regarding interplant inequities developed
by the National War Labor Board during World War 11,

The essential emplovee exception permitted wage increases in
evvess ot the seneral pav standard where necessary to attract labor
in areas of labor shortage, Because such o policy contributes to
eitective allocation ot labor, it serves the public interest as much
as it does that of the parties ditedtly involved,  Accordingly, it was
esplicithy stated in the wage-price guidepost formula of 1962, by the
Wape Stabilication Board of 1030 (although rarely), and by the
Naiwnal War Tabor Board although indirectly).”

The catch-up exception was designed to allow above-standard
Wage increases 1o worhers who had fallen behind the pack in terms
of wage increases, i owaer to bring them as nearly as possible into
fine with other emplovees. This exception was defined specitically to
apply to Gses where pay increases had aggregated less than 7 percent
per vear for the three preceding vears and to aliow whatever piy
increase was necessary to bring their increases up to the 7 percent
pes vear tigure  even if it exceeded 3.3 percent, This exception
exvpired November 14, 1072, at the end of the first year of Phase 1L

The catch-up exception was recognized in both the wage-price
guideposts and in General Wage Regulation o of the Wage Stabiliza-
tion Board, which, as Chairman George Tavlor of the WSB noted,
meant simply that “Laggards had to be permitted to ‘catch up’ with
1050°s wage trends,” =

Parenthetically, it is interesting to note that the maximum
deemed appropriate for the catch-up was 10 percent in 1930, as
compared to 7 percend i 1972,

in addition, there was the gross inequities exception. Although
this was not one of the three major exceptions announced by the
board on December 17, 1971, the avoidance and correction of gross
inequitios was a tundamental part of Board policy. What consticuted
gross inequities had to be developed on a case-by-case basis.

A 8ee Derber, “Wage Stabilization: Then and Now,” p. 459,

=< por these thiee caves sow, respestively, Feononus Report of the President, 1062,
po 189, and Gitiow, Wage Determination Under Natwnal Boards, pp. 208 and
153,

A Gitlow, Wage Determnation Under National Boards, p, 204,
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The 1971 Amendments to the Economic Stabilization Act. Since tne
statutory basis for controls, the Economic Stabilization Act of 1970,
was due to expire at the end of April 1072, the administration
ashed Congress tor a one-vear estension of the act. On Decem-
ber 22, 1971, the Congress approved renewal of the law until April 30,
1973, but, in the process, it added five key amendments which
substartially altered Pay Board policy and, as the administration
complained, imposed some significant “‘constraints on the exercise
(by the Administration) of authority under the Act.” ** The amend-
ments illustrate two important aspects of the policy-making process
in the wage stabilization program. First, they provide congressional
input to the design of the program, both with respect to its basic
goals and to its policies on specific issues. Second, they further
illustrate the extent to which wage stabilization policies are the result
of bargaining among the partics involved. In this case, organized
labor, having failed to win approval of its case within the Pay Board
(especially with respect to retroactivity), turned to the Congress and
secured by legislation what it could not gain through the executive
branch of the government.

Since the two issues of deferred and retroactive increases were
perhaps the most controversial policy issues to face the wage stabili-
zation authorities, both in Phase | and in the initial decisions of the
Pay Board, it is not surprising that they were the subject of the first
of the amendments to the Lconomic Stabilization Act, Indeed, the
fact that so much attention had to be given these issues by the Cost
of Living Council, the Pay Board and the Congress is a measure both
of the impact of the freeze on the customary practices and institu-
tions in the labor market and of the substantial efforts made to adjust
and correct them.

The five amendments mandated the following policies: *

1. Deferred increases negotiated betore the freeze and sched-
uled to take effect after the freesze were to be paid, unless
“unreasonably inconsistent” with Pay Board standards.

Perhaps more important, deferred increases negotiated before
the freese and scheduled to take etfect during the frecze, but
not paid because of the freese, were now to be paid retro-
actively, unless “unreasonably inconsistent” with the board’s
standards. Prior to this amendment, increases foregone be-
cause of the freeze were permitted to be restored only

| ]

2 copomic Stabuhization Program, Quarterly Report, p. 29,
e Feonomic Report of the " vsudent, 1972, p. 25 Tor the text of the amend-
ments, see [eononic Stabilization Program, Quarterly Report, p. 145,
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it approved by the Pay Board, under any of three criteria;

now, the burden was shifted, so that they would be paid

unless disapproved by the board. Further, if law or contracts
existing betore August 15 had called for increases during the
freeze, they were to be paid retroactively, regardless of Pay

Board standards, if funds had been raised to cover them,

prices advanced, or productivity increased.

A variety of fringe benefits, such as employer contributions

to pensions, group insurance and health plans, were ordered

excluded from the definition of “wages and salaries” for
control purposes, unless “unreasonably inconsistent’’ with
the standards for wages, salaries and prices. In other words,
these so-called “qualified benefits” were not to be counted
as part of a wage increase in calculating whether or not it
was within the general pay standards or the official exceptions.

As a result of this amendment, the Pay Board subse-
quently established a 0.7 percent increase standard for these
“qualitied” benefits, so that instead of a 5.5 percent general
pay standard, the general standard for total compensation
became 6.2 percent--- 5.5 percent plus 0.7 percent.?” In addi-
tion, vaceptions to the standard increase for qualified benefits
allowed catch-ups in qualified benefits up to a maximum of
1.5 percent, for a total of 2.2 percent,

Taking all permissible exceptions together, a unit conld
be permitted total increases as high as 12 percent in a single
control year (the administrative period involved).*

4. Individuals whose wages were “'substandard” or who were
“members of the working poor’”” were not subject to wage
controls—until their earnings rose above the “substandard”
level or they were no longer a member of the ”working poor.”
Having stated this policy, however, the Congress thought-
fully 1oft the definition of these terms to the Pay Board and
the Cost of Living Council.

This assignment pioved to be a major problem for these
agencies. The Cost of Living Council (rather than the Pay
Board) firct established a wage rate of $1.90 an hour as the
dividing line between “standard” and “substandard” wages
although the Pay Board had previously rejected this figure
as too low.”* But in July 1972, after a ma;or union went to

L]

20 See prepared statement of )udge Boldt in Price and Wage Control: An Evalu-
ation of Current Policies, p. 14,

27 1bid., p. 9.

28 New York Times, January 29, 1972,
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court to challenge this ruling and won its case, the Cost of
Living Council revised its low-wage standard to $2.75 an
hour. And when the Economic Stabilization Act came up for
its third renewal in April 1973, Congress set the low-wage
standard at $3.50 an hour, effective May 1, 1973,

These successively higher low-wage exemptions did more than
give aid and comfort to workers receiving substandard wages, for
each increase narrowed the coverage of the economic stabilization
program. After the Cost of Living Council raised the low-wage
exemption to $2.75 an hour, the Pay Board estimated that at $2.75
an hour about two-thirds, and at $3.50 an hour about half, of all
nonsupervisory workers in the private nonfarm sector would remain
subject to controls, although some had already been removed from
controls because of being subject to the ““small employer exemp-
tion.” *

The Construction Industry Stabilization Committee. Because the
Construction Industry Stabilization Committee, the Nixon adminis-
tration’s first experiment with wage controls, had been established
nearly nine months prior to Phase Il and had developed both policy
and expertise with respect to the problems of the construction indus-
try, the Pay Board in effect made CISC its agent for cairying out
stabilization policies in the construction industry. Subsequently, what
amounted to a jurisdictional agreement between the two was reached,
which gave the CISC control over all union wages and the Pay Board
control over nonunion wages in construction.®

Furthermore, it was recognized that CISC wage policies need
not be identical with those of the Pay Board, but should “conform
as dosely as the special conditions of the construction industry permit
to those of the Pay Board.” "' Accordingly, unlike the Pay Board,
CISC has never issued a general numerical pay standard for permis-
sible wage increases, nor automatically approved pay increases up to
5.5 percent. Instead, it operates on an essenhally case-by-case basis,
on the theory that what constitutes a settlement meeting the require-
ments of both equity and wage stabilization depends on the circum-
stances of each case.

# See ~upplemental submission of Judge Boldt in Price and Wage Control: Ar
Foaluation of Current Policies, p. es.

30 Pay Board relcase, June 9, 1972,

“thee D Quinn Mills, "Wage Stabilization in the Construction Industry: An
Historical Perspective,” Labor Law Journal, August 1972, p. 466.
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The Construction Industry Stabilization Committee approach to
wage stabilization took on added significance after January 1, 1973,
when Phase H gave wayv to Phase 111 and John T. Dunlop, who had
been the chairman of CISC, became the director of the Cost of Living
Council. From January 11, 1973, to June 8, 1973, when the President
announced a new freeze on prices and plans for Phase 1V, no specific
new wage guidepost for Phase 11 was announced. Yet despite fre-
quent criticism, and despite the administration’s eventual admission
that I’hase 111 had been generally unsuccessful, the one area in whirh
moderation was apparent was in collective bargaining settlements.
Indeed, it was because of the relatively satisfactory performance of
wages during Phase 111 that they were not included in the June 8
freeze order.

Other Special Situations. Special problems and special methods of
dealing with them also existed in several other cases.

Federa! covernment employees. The wages and salaries of fed-
eral emplovees were not subject to Pay Board regulations. Instead,
the Federal Pay Agent (the administrative agency within the execu-
tive branch) was to monitor federal pay to ensure consistency with
the stabilization program, and the Cost of Living Council was to
advise the President as to the consistency of federal pay decisions
with the stabilization program. The reason for this seems clear
enough. Stabilization efforts had previously been hurt by the ex-
ample of federal pay increases taking effect when employees in the
private sector were being asked or requirec --to forgo increases in
the name of public interest. Some mechanism for avoiding a repeti-
tion of such occurrences was clearly needed.

In accordance with this policy, the President proposed as the
equivalent of the wage freeze of August 15, a six-month deferral in
the federal pay increase scheduled to take effect on January 1, 1972.%
This proposal was announced on August 15 as part of the New
Economic Policy. The Congress, however, refused to go along, and
the pay increase became effective January 1 as scheduled.™

State and local government employees. Their pay was made sub-
ject to Pay Board regulations, but advance notice of pay increases was
waived; and if the governmenta urit involved agreed to abide by
Pay Board standards, it could report semiannually® In addition, a
Committee of State and Local Government Cooperation was estab-

42 Econoruc Repest of the President, 1972, p. 70.
+ Ibid., p. 71.
34 1bid., p. 92.
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lished to deal with such spedial problems of this sector as retroactive
pav tor teachers whose salaries were frozen during the period
August 13-November 14, 1971 automatic waye progressions for these
emplovees, and the need tor o separate wage category for such
public emplovees.”

Executives. Late in December 1971, the Pav Board announced its
policies as to executive and incentive compensation not covered by
collective bargaining agreements: basically such compensation was
required to conform to the 5.3 percent general pay standard. The
board indicated that its policies, which were based on recommenda-
tions ot a spedal committee on executive compensation, represented
the strongest control of executive wages and salaries ever issued by
the federal government. ™

Hoealth sorvice industry employecs, The wage policies covering
emplovees in the health service industries were formulated by the
Health Services Industry Committee of the Pay Board. Its wage
subcommittee recommended adherence to the 5.5 percent general pay
standard, except tor workers receiving less than $2.00 per hour, who
should be allowed incicases up to 8 pereent,’”

Pay Board Actions. At the end of its first vear of operation, the Pay
Board had completed action on over 10,000 cases. Beginning with
its carlv Key cases on bituminous oal and the railroad signalmen
in which it awarded increases considerably above its general pay
standard and was roundly criticized for it), through the aerospace
cases (when it first rejected a newly negotiated wage increase) and
the jong~horemen’s case (which provoked four of the tive labor mem-
bers to walk oft), the board had to consider the particular circum-
stances of each case before it, determine which policy or combination
of polidies from the complex of standards and exceptions outlined
above wis applicable, and then judge how much of an increase was
permissible. And the decision as to what wage increase should
be permitted depended not only on the board's judgment in ecach
particular case, but on what «riteria or combination of criteria the
facts of the case met, This was a function, in part, of the composition
of the pay package submitted for approval, which in turn might have
been as much a product of previous negotiations as of the current
one. Under these drcumstances, it is impossible to judge how “strict”

A bconone saalilization Prograr, Quarieriy Kepord, pp. 81-90,

Cheonome Repart of the Mresident, 1972, p, 83,
49 Feonome Stalulization Program, Quarterly Report, p. a2,
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or how “ecasy” the board was simply by how dlose it came to the
3.5 percent general pay standard of Phase 1L

Phase 111

On January 11, 1973, atter stabilization ofticials had spent a month
consulting with public otticials, congressional leaders and repre-
sontatives of various interest groups, President Nivon announced
the third phase of the Lionomic Stabilization Program.

Phase 111 invelved a «hift of emphasis among anti-inflation
weapons, with wage and price controls being eased, and major
reliance being placed on fiscal policy and a tightes rein on federal
spending.  In addition, Phase 11 involved a shift from mandatory
controls to selt-regulation or, as the administration expressed it
self-adnunistration.  Except in the construction, food, and health
industries, which remained under mandatory controls, prior approval
of changes in wages and prices was no longer required. In general,
compliance with noninflationary  standards was to be voluntary,
although the federal government retained the power -“the stick in
the closet” as it came to be known --to restore mandatory controls
a% necessary to prevent serious breaches of the anti-inflation stan-
dards. As far as wages were concerned, it was indicated that the
general pay standards of Phase 1l would be the guides for voluntary
compliance, pending a review and possible change by a newly created
Labor-Management Advisory Committee.

Both the Pay Board and the Price Commission were disbanded.
Their functions were absorbed by the Cost of Living Council, under
its new director, John Dunlop.

Although the rising levels of economic adtivity in late 1972 con-
vinced many economists that controls designed for cost-push inflation
were no longer appropriate, Phase 11 proved to be ill-timed, for it
coindided with a renewed surge of inflation. The seasonally adjusted
annual rate of increase in the consumer price index, atter having been
only 3.2 percent in the fourth quarter of 1972, reached 8.8 percent in
the first quarter of 1073, while the increase in the wholesale price index
reached 21.1 percent, In both cases, these were the largest increases
for any quarter since 1951, Food prices—the major source of the rise
in the CP’l——rose at a seasonally adjusted annual rate of 29.8 percent,
also the largest quarterly gain since 1951, International reaction was
evere, and provoked such a massive outflow of dollars that the
cecretary of the treasury announced a devaluation of the dollar on
February 12, 1073. The net result of this monetary crisis was that
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the U.S. balance-of-payments position deteriorated sharply, with the
deficit rising from $1.5 billion in the fourth quarter of 1972 to
$10.5 billion in the tirst quarter of 1973,

Yot quite Jearly, wages were not a signiticant factor in the
renewed surge of inflation in the tirst half of 19073, In fact, their
behavior is turther evidence that the current inflation is the result
of excess demand rather than of cost-push forces, Increases in col-
lective bargaining settlements in 1073-1 were generally the smallest
they had been in some time. Wage increases over the life of the
contract in that quarter were the smallest in four yvears—wages and
benefits rose an average of 5.5 percent, and wages only, 4.5 percent,
In the case of first-vear adjustments the increase of 7.3 percent in
wages and benefits was the same as that for the last guarter of
1972, while in the case of wages only, the 5.3 percent rise was the
lowest in tour years.

In the private nonfarm sector, adjusted avera, e hourly earnings
rose 3.0 percent in 1973-1 the sccond smaliest gain since before the
treese in 1971-111 And while campensation per man-hour rose by
10.8 pereent in 19731, as compared to 0.5 percent in 1972-1V its
sudden surge was dae mainly to an increase in the emplovers” social
security pavroll tas, rather than to private dedisions.

The 1973 Price Freeze and Phase 1V

As a consequence of their moderate behavior wages were not included
when on June 123, 1973, almost six months to the day after he had
announced Phase 1, the President ordered a freeze on all prices
eveept those of uaprocessed farm products at the farm and rents, as”
a prelude to Phase 1V,

In manv ways, the freeze of June 1973 resembled the freeze of
August 1971, In both cases, it was announced that the freeze was
temporary, in order to give the administration time to design post-
freese controls; in both cases the freeze had been preceded by a
balance-of-payments crisis, by unacceptably rapid increases in prices
(though price increases were sharper in 1973 than in 1971), and by
a public clamor for stronger anti-inflation measures,

But there were also significant differences in the circumstances
prevailing at the introduction of the two freezes. In mid-1971, there
was considerable slack in the economy, as indicated by both an
unemployment rate of 5.8 percent in June 1971 and a capacity utiliza-
tion rate of 75 percent in manufacturing in the June quarter of 1971.
In 1973, on the other hand, the unemployment rate had leveled off
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at 5.0 percent for three months preceding the freesze, and the economy
was running at over 80 percent of capacity. There was still some
slack, but it was less than existed when the Phase 1 freeze was
introduced.

When Phase IV was announced on July 18, 1973, the general
wage and benetit gaidelines in ettect during Phase 11 and Phase 111
were continued,

What Happened to Wages during Controls? **

Now that Phases 1 and Il are completed, and (at this writing)
Phase I is about to be succeeded by Phase 1V, the obvious question
is: what happened to wages during Phase | and Phase 11T And while
we can report more or less accurately the behavior of wages during
Phase | and P'hase 1, the extent to which that behavior was a result
of controls is likely to be debated for some time to come, as was
the question of whether wage-price guideposts were effective in
reducing wages trom 1902 to 19%0. So we confine ourselves here to
reporting what happened to wages during the first two phases of
controls, without confrontine the question of why they behaved as

they did.

Wages under Collective Bargaining., Of greatest interest, perhaps, is
what happened to negotiated wages under controls. The size and
continued acceleration of negotiated wage increases in the face of
economic slowdown in 1970 and 1971 were important factors in the
decision to impose wage controls in 1971 (whereas the fact that
negotiated wages were generally rising more and more slowly doubt-
less influenced the decision to exempt wages from the freeze an-
nounced June 13, 1973),

If we use 1971-]11 as our base we get a measure of change for
the period most nearly corresponding to Phase 11—although it may
tend to overstate the apparent success of controls, since wage in-
creases in 1971-111 were considerably above the previous trend. In
1072-1V, at what was virtually the end of Phase 11, BLS data show
that first-vear adjustments in negotiated wages for all industries were
slightlv less than half what they had been in 1971-111 (Table 1). This
is true for first-year ad;ustments of both wages alone, which fell from

e

i The materml in this section is larg,ely a revision of material and data in my
“Wage Policy in Phase 11: A Preliminary Appraisal,” Proreedings of the 25th
Annual Meeting of the Industrial Relations Research Association, 1972, pp. 15-22.
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13.5 percent 10 o4 percent, and wages and benetits, which eased from
15.0 percent to 7.3 percent,

It on the other hand we use the pre-freesze quarter of 1071-]1
as the base, it mav understate the impact ot controls, because it
ignores the peak quarter of 1971-11 Here we tind that by 1972-1V,
first-year adjustments were roughly one-third less than they had been
in 1971-11. First-vear adjustments in wages alone were down from
10.4 percent to o4 percent, and in wages and benetits, down from
LIS pereent w 7.3 percent,

But whether we measure the changes from 1971-11 or 1971-111,
it is Jdear that during Phase 1 and Phase 1 there was a substantial
reduction in the rate ot increase ot negotiated wages. While the size
of negotiated adjustments increased in 1973-11, the second guarter of
Phase 1L it i too early to know whether this marks the beginning of
an aveeleration in negotiated wage increases.

It is interesting to note that except in construction, first-year
adjustments in union settlements (both wages only and benefits) lack
the post-freese “bubble” evident in both average hourly carnings
and in compensation per man-hour data. Thus, after nsing in
1971-111, the guarter in which general wage controls were introduced,
first-yvear wage adjustments dedined for three consecutive guarters,
rose slightly in 1972-111 and doclined again in 1977-1V, And although
first-veur construction contracts rose by 19.0 percent in 1972-1, only
32,000 workers were involved and their impact on overall collective
bargaining data was negligible,

No evaluation of the behavior of negotiated wages under control
is complete, of course, without vonsidering the special case of con-
struction. This industry has been subject to wage controls longer
than other industries and, prior to controls, had recorded the most
rapid rate of wage increase of any unionized industry. In 1972-1V,
first-vear wage adjustments in major constiuclion contracts, were
4.3 percent o aghly one-third what they had been in 1971-111, and
approsimately one-quarter of their 18.0 pereent average in 1971-],
just prior to the establishment of the Construction Industry Stabiliza-
tion Committee.

What is perhaps more significant about the construction industry
stabilization program, however, is that since its inception we have
moved fromy a situation in which major construction settlements
raised the average size of all major collective bargaining settlements
to one in which their efect is to lower that average. Thus in 1970,
first-year wage adjustments in major construction agreements not
only reached a level nearly double those in all other industries—in
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1970-111, construction settlements averaged 21.3 percent and all
other industries, 10.8 percent but raised the all-industry average
for the full vear 1970 from 10.9 percent to 11.9 percent, or by
roughly nine percent. In 1972-1V, on the other hand, after twenty-one
months under controls, first-year construction settlements averaged
4.3 percent, compared to an average of 0.4 percent for all industries,

General Wage Changes in the Private Nonfarm Sector. General wage
behavior in the private nonfarm sedlor during Phases 1 and 11 was
quite different from that of negotiated wages. Since the rate of
inciease of both average hourly compensation and average hourly
earnings declined in 1971-111, one guarter before the slowdown in
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negotiated wage increases, thiir changes during controls are less pro-
nounced. Thus the rate of increase of average hourly compensation
in 1972-1\" was only 20 percent less than it had been in 1971-11, while
average hourly earnings rose slightly more in 1972-1V than in either
1971-11 or 1971-11l.

By the end of Phase 11, after seventeen months of controls, there
had been a substantially greater decline in the size of increases in
negotiated wages than of increases in average hourly compensation,
while increases in average hourly rarnings had remained virtuallv
unchanged. While this may mean that controls had more impact on
negotiated wages than on wage changes generally, it may also reflect
the fact that union wages, as usual, are slower to respond to changing
economic circumstances than other compensation, and that the rise in
average hourly compensation and in average hourly earnings in the
last half and the last quarter of 1972, respectively, reflects their
quicker response to expanding economic activity.,

Pay Board Data. If the BLS data give us the best measures of the
rate at which wages are changing, the Pay Board data provide a
snapshot of a considerably broader area than the BLS measures of
major collective bargaining settlements. In particular, the Pay Board’s
figures cover both union and nonunion settlements, and increases in
some portions of the public sector (notably public education) as well
as the private sector. By the end of Phase II, on January 11, 1973,
the Lbuard had approved pay packages in Category I and Category Il
cases involving 23,119,000 employees, of whom 51.4 percent were
under collective bargaining and 48.6 percent nonunion. ™

Union settlements. The Pay Board reports that between Novem-
ber 14, 1971, and January 11, 1973, the average of approved first-year
increases in union cases involving 1,000 workers or more was 6.9 per-
cent and the average of deferred increases was 5.6 percent, for a
weighted average of 5.9 percent. This compares with the weighted
average for all Pay Board cases during this period of 5.3 percent.
In addition, the Construction Industry Stabilization Committee re-
ports that, in construction, the average of approved first-year in-
creases from November 14, 1971, to December 31, 1972, was 5.9 per-
cent, and of deferred increases, 5.5 percent—in both cases, smaller
percentage increases than the Pay Board average for all union
situations."

¥ All Pay Board data from Economic Stabilization Program, Quarterly Report,
Covering the Period October 1, 1972, Through Jaauary 10, 1973, Cost of Living
Council (Washington, D. C.: U5, Government Printing Office, 1973), p. 48.

W CISC Press Release, June 11, 1973,
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Nommion settlements, In nonunion cases, as one might expect,
the average increase approved by the Pay Board was considerably
less than in union cases. The combined average for new and deferred
increases was 4.7 percent.

Wages, Productivity and Unit Labor Costs. During the period of
controls, the rate of wage increase has slowed significantly, partic-
ularly tor negotiated increases. But when it comes to cutting labor
costs, etfective wage restraint is only one blade of the scissors—the
other is productivity growth. Both are crucial to the fight on inflation.
It is significant, therefore, that following two vears of little produc-
tivity growth in 1909 and 1970, productivity gains ir 1971 and 1972
have been substantial, rising above the 3.0 percent long-term growth
rate in both the total private economy and the private nonfarm
sector. In 1971, output per man-hour | the private nonfarm economy
was up 3.0 percent from the previous vear, as against 0.6 percent in
1970 and in 1972, it rose 4.7 percent,

This sharp productivity gain, combined with an easing in the
growth ot compensation per man-hour, resulted in an almost 50 per-
cent reduction in the rate of gain in unit labor corts in the private
nonfarm sector, from o.0 percent in 1970 to 3.4 percent in 1971.
And in 1972, unit labor costs in the private nonfarm sector not only
stopped rising, bu* actually declined in the second and third quarters,
with the net result that for 1972 as a whole, unit labor costs rose
only 1.7 percent, the smallest rise since 1965. It is worth noting that
a larger part of this improvement in unit labor costs has been due
to acceleration in productivity than to deceleration of compensation,

But past experience suggests that the current rate of productivity
growth cannot be sustained, and that a slowdown from the present
high rates of growth may be expected in 1973, and along with it
some rise in unit labor coste  In fact, in 1973-]1, the rate of produc-
tivity actually dedined by 0.3 percent, and unit labor costs were up
39 penvent. When productivity eases, restiaint on the rate of in-
crease in compensation will become more rather than less critical if
inflationary pressures on the cost side are to be controlled.

Conclusion

The apparent success of Phase I wage and price controls posed
a dilemma for the administration.  Although the slowdown in wage
and price increases was a welcome move toward its goal of bringing
inflation under control, the popular belief that it resulted from con-
trols was disconcerting to an administration philosophically opposed
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to controls and eager to end them as soon as possible. And if Phase 11
contributed to the beliet that controls “worked,” surely the belief was
reinforced when the relasation of controls in Phase 111 was accom-
panied by a renewed acceleration of prices and by the decision to
return to tougher controls in Phase IV, Whether the public thus
learned “all the wrong lessons,” as the Wall Street Jowrnal main-
tained, is another question,'' but there is little doubt that these were
the lessons learned.

Quite aside from this dilemma, the problem of trying to evaluate
how successful wage controls were during Phase 1 and Phase I is
complicated by a variety of factors. First, it should be recognized
that in fact there have been two wage stabilization programs—one
for the construction industry and the other for the rest of the econ-
omy. Although thev are related both administratively and by a
subs tantial area of commoen policy, there are distinct ditferences in
their approach and policy for wage stabilization, as we have shown. '

Second, it is Jlear that there was a considerable slowdown in
the rate of negotiated wage increases under boti. the construction and
the general wage stabilization programs (though the picture is less
clear so far as overall wages are concerned). One must admit, how-
ever, that it is impossible to be certain how much of this slowdown,
if anv, was due to controls. Yet we concur with the judgment of the
Council of Economic Advisers that “it is probable that the controls
did reduce the rate of inflation.”

Finally, it must be remembered that although the primary goal of
wage stabilization was to combat inflation, the program also sought
to maintain equity and fairness and to minimrize disruption to “nor-
mal market mechanisms” such as collective bargaining. There are no
statistical measures of the effectiveness of the wage stabilization pro-
gram in maintaining or protecting equities or in preserving the free
collective bargaining process, and no standard against which to
measure effectiveness.

All of which serves to emphasize again that wage stabilization
is a form of national economic bargaining and that it is therefore
an exercise in political economy, rather than in economics, per se.
Accordingly, its effectiveness can never be measured in terms of its
economic impact alone. Eventually it must be judged in qualitative
as well as in quantitative terms. At this time, we are too close to the
events---indeed, they are still taking place—-to make such a judgment,
That judgment must await another day.
WVall Street Journal, Apriir 90,1973,
+2 See pp. 122-123,

4 Eeonomic Repart of the President, 1973, p. o1,
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EMPLOYMENT GOALS AND
MONETARY-FISCAL OVEREXPANSION

William Fellner

BEST oy Mg

This study discusses the question of realistic employment-
rate targets; the nature of the inflationary instability that
developed in the second half of the sixties when the econ-
omy was driven to unsustainable levels; the importance of
avoiding a repetition of that experience over an extended
period; the difficultios arising from the fact that by now—
only about two years after the recession of 1970—we have
already experienced a short period of overheating which
coincided with further complications originating in the
raw-materials sector; and the problem of policy measures
available for preventing a prolongation of this imbalance
and for thus avoiding a severe recession, even at the risk
of a minor setback.

Note on the Price Freeze Announced after Completion of the Study

On June 13, 1973, President Nixon announced a price freeze lasting
up to sixty days, with a “Phase IV” control program for the subse-
quent period to be worked out in the interim. This study was
completed prior to that announcement. As the reader will see, I have
argued that any attempt to deal with the inflation problem in this
fashion would be quite ill-advised. Even prior to June 13, we all were
aware that in some circles the step that has now been taken was
regarded as ““good politics”’—even though those holding this view
would have had a hard time refuting the proposition that trying to
cope with an excess-demand situation in this way is “bad economics.”
I find it difficult to imagine that the step will not also prove to be
“bad politics.”
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In 1972 the economic policies that determine subsequent aggre-
pate demand were much too expansionary, and a number of special
supply-limiting factors became significant. If the basic demand-
supply discrepancy is allowed to continue - then price-control measures
purporting to be ~anti-inflationary” can do no more than to suppress
sumptons: and to do even this etfectively, such measures would have
to be enforced ruthlessly and supplemented by a system of allocations
and rationing for which both public opinion and the administrative
apparatus are wholly unprepared. 1t is fortunate that they should be
unprepared, bedause perpetuating shortages and rigidifying an econ-
omy by price controls and rationing can hardly be considered a desir-
able objective. If, on the other hand, policy makers will adopt the
necessary measures for moderating the increase in demand and for
promoting the increase in supply, then it is essential that they should
allow changes in the price structure, as determined by market forces,
to guide the required output adjustments. In one’s more optimistic
moments, one «an only remind oneself that the authorities are not yet
committed to any large-scale interference with the price structure
bevend a very limited period.

Overexpansion combined with attempts to treat the resulting
malady by outlawing its symptoms is a dangerous course. Unfortu-
nately the number of those who see this clearly and also have the
courage of their convictions has proved disappointingly small. The
reader will notice that when my study was written there was reason’
to fear such a regrettable outcome, but not to take it for granted.
However, the study calls for no modification because the basic prob-
Jems remain those to which the following pages are addressed.

Overview

Employment-Rate Targets and the Speed of Approaching Them. In
my earlier studies in the present series ! argued that the prospect of
keeping the Amernian rate of inflation low during the coming years—
indeed the prospect of preventing a renewed significant acceleration
of inflation—would depend largely on whether expansionary mone-
tary and fiscal policy stopped short of reducing our overall unem-
ployment rate below about 5 percent. | argued that expansionary
polivies are unsuitable means of dealing with hardship cases remain-
ing at the 5 percent unemployment level. This would have heen the
case even aside from the specific problem of primary product prices
which has recently started to become disturbing, In actual fact,
specific difficulties originating on the supply side of raw material
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markets, as well as capacity shortages, have recently led to a renewed
flare-up of inflation even before our unemployment rate would have
declined below 5 percent. But at 5 percent we would have been very
near the danger zone in any event.

When the overall unemplovment rate as estimated by conven-
tional American method: is in the neighborhood of 5 percent, the
labor market for major specific categories of workers becomes dis-
tinctly tight and, although other categories of workers still have high
unemployment rates, this problem cannot be solved by “pumping up”
the economy further. The data 1 used in my earlier studies strongly
pointed in this direction, and so do the more recent data, all of which
suggest also that shifts in the composition of the labor force have
played a large role in changing the nature of the employment policy
problem since the nineteen-fifties. Some of our policy makers surely
realize this, How many of them believe that, given the political
pressures, they can aftord to be guided by this insight is a gquestion
about which 1 am less clear. The answer cannot be found in their
. statements because tor a responsible person in public life it is even
more difficult to state openly that he is guided by such an insight
than to be guided by it in fact. Whenever a political personality has
touched on this subject he has been sharply criticized for “redefining”
full employment instead of getting us there, Some at least have stood
up well under the pressure, but nevertheless by the late part of 1972
far too much expansionary momentum had been built into the econ-
omy. Up to the recent significant intensification of inflationary pres-
sures expansionary monetary and fiscal policy were directed at more
ambutious goals than those consistent with the analysis to be pre-
sented here.

There is reason to believe that the emphasis deserves to be placed
on the height of employment-rate targets, not simply on how rapidly
or how slowly we approach them. Sometimes it is suggested that
when labor market tightness at low unemployment rates (high
employment rates) appcears to result from an insufficient supply of
workers in highly demanded worker categories, the true reason for
the observed symptoms is not the low level of unemployment, but
its rate of decline. According to this argument, which I find uncon-
vincing, a too rapid decline in the unemployment rate—for example,
the decline of 0.9 percentage points from December 1964 to Decem-
ber 1965 and again in a later twelve-month period—may overstrain
the adaptability of the system whereas a slower decline would not.
It is quite true that rates of change and adaptability play a large role
in the maintenance or loss of balance, because excess capacities cannot
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be coordinated and put in working condition overnight. But the
orders of magnitude greatly weaken any analogous reasoning when it
becomes focused on the wage-raising effect of intensified competition
for labor.

This is so because, during the inflationary years with which we
shall be concerned, the periods of rapidly declining unemployment
were periods in which the civilian labor force would have increased
by at least 2 percent a yvear even with a smaller decline of unemploy-
ment. During 1965, the year of the sixties when inflation started
accelerating, man-hour input in the private economy rose by slightly
over 2 percent. It might have increased by, say, 2'2 percent, if the
unemployment rate had declined by less than the observed 0.9 per-
cent. Now, it is quite true that in this hypothetical case the demand
for labor would have been smaller in 1905 and the wage increases—
which for some time were registering tightness particularly for non-
union workers——would have been less pronounced. But if that one-
half percentage point increase in labor input which thus would not
have taken place in 1965 had been postponed and added on to the
increase of the next period—that is, if the decrease of unemployment
had been spread in this fashion—then subsequently the competition
of emplovers for workers would have been even more intense than
was actually the case. Therefore wages would subsequently have
risen even faster than they actually did (though from a lower base).
It is unclear why such a course of events would have diminished,
rather than merely postponed, the full wage-raising effect of labor-
market tightness—except on the assumption that the need to hire
much additional labor in a hurry prevents proper exploration of the
labor market and hence leads to an irreversible overpayment of
workers. It would be farfetched to build heavily on this latter
assumption when it comes to comparing a 22 percent a year increase
in labor input with a 3 percent increase. What mattered in the labor
market conditions typified by 1965 was primarily the limited avail-
ability of various kinds of labor, not the greater wage-raising effect
of more awkward hiring practices when during a twelve-month span
about 3 percent was added to the labor input instead of about 232
percent,

Recent Raw Material Shortages. Yet with respect to the past few
quarters and the immediate future, it is necessary to pay attention
not merely to what would be overeapanded demand even under
normal conditions, but also to another problem. After all, during
1972 we were merely approaching the 5 percent unemployment rate
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from above, and policy makers can rightly point to a favorable general
consumer price record for that year. Another problem developed as
a result of factors affecting the supply side of commodity markets,
and manifesting themselves in rapidly rising raw material prices,
particularly the steep rise in the prices of farm products. During the
vear 1972 these pressures showed up to a significant extent only in
the farm-products and raw-materials components of the wholesale
price index. Subsequently they started showing up dramatically in
the general wholesale index and the consumer price index, too, both
of which rose excevdingly steeply in the first quarter of 1973,

The assumption seems justified that, other things equal, much
the greater part of these price increases would merely create a
temporary complication, with a more lasting effect developing mainly
from the rising prices of raw materials needed for the production of
energy. Other things equal, most of the difficulty would be tempo-
rary, partly because recent crop failures abroad, particularly in the
U.S.S.R., have led to vaceptionally large American grain exports, and
partly because constructive measures have been taken to increase
American farm acreages, to relax various import restrictions and to
make it more difficult and more expensive to keep large inventories
of certain farm products. Furthermore, the depreciation in the value
of the dollar is apt to express itself in a greater short-run than long-
run increase in the domestic price level. However, if by the temporary
problem we mean major increases in the cost of living inuuced by
factors affecting the supply of raw materials, then this problem is
apt to last, in any event, into the second half of 1973, The danger
is that otherwise “temporary’’ steep price increases that nevertheless
last for a zood maay months may become built into current cost
trends—particularly into wage trends. If this happens on a major
scale, an otherwise temporary effect might well become long-lasting,.
In this case “other things” would not remain equal in the sense
implied above.

Direct Controls. Whether wage and price controls were effective at
the low employment rates prevailing in 1971 and during much of
1972 will always remain a controversial question. A persuasive case
can be made for stressing market forces rather than the controls to
explain the flattening of price trends that occurred at that time. But
whatever the uncertainties of diagnosis may be for that period—a
period with significant slack in the economy—it would surely be a
mistake to expect good results from direct controls for moderating
the demand pressures we are facing in the present phase of expansion.

139




WILLIAM FLILNER

So far we have gone through a three-month period of price and wage
frecze (Phase 1 beginning on August 15, 1971), then through a longer
period with extensive and arbitrary interferences in the price structure
(Phase 11 lasting until January 1973)," and more recently we moved
into a period of more relaxed controls (Phase 111). At the present
writing very strong political pressure is being exerted to have the
administration adopt much tighter controls once more. Yet what our
difficulties call for is not such an effort to suppress symptoms by
methods that interfere with the needed supply adjustments but a policy
of preventing aggregate demand from running ahead of supply.

Reasonable Growth Target for 1973. During the last quarter of 1972
the seasonally corrected overall unemployment rate was about 5%
percent on the average; by December it had declined to 5.1 percent,
by January 1973 to 5.0 percent, and by June 1973 to 4.8 percent.
In the first quarter of 1973 capacity utilization rates were very
high in a (onsiderable number of industries.

Quite aside from our temporary farra products problem and
other raw-material shortages, expansionary policies should not have
been used in such a way as to raise the economy’s real growth rate
from the last quarter of 1972 to that of 1973 much beyond the sum
of the increase in the labor force and in output per man-hour. This
sum should be estimated with merely a small allowance for any
further post-recession “catching up” of these magnitudes after the
last quarter of 1972. For the economy as a whole the sum may be
5 percent at miost, and it probably is somewhat less. Leaving a very
small amount of room for cyclical expansion from the last quarter
of 1972 to that of 1973, we conclude that a figure of about 5%z per-
cent represents the 1973 growth rate in real GNP compatible with
the proposition that expansionary monetary and fiscal policies are
inappropriate means of reducing the overall rate of unemployment
below about 5 percent. Moderating our growth rate for the year to
this extent can be accomplished by now only by reducing growth
to appreviably below 5%z percent at an annual rate during the second
half of 1973, The most recent preliminary growth figure available at
the present writing—8 percent growth for real GNP (15 percent for
money GNDP) at an annual rate from the last quarter of 1972 to the
first quarter of 1973-—would in any event have been a strong warning
signal of overexpansion. Meanwhile, policy makers have on their

1 On the Phase 1] distortions see p. 153, below. At present the distortions caused
by such controls, as well as the difficullivs of enforcing the rulings, would be
much greater because intense demand pressures have become much more general,
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hands the additiosal problem of preventing a temporary price spurt
from becoming embedded in the vost-structure and thereby perpetuat-
ing itself,

The Problem of Hardship Cases. As a result of the composition of
unemployment, the ditterence in the number and weight of hardship
cases between 5 percent unemployment and the conventional target
rate of 4 percent is smaller than these two crude figures would
suggest. Yet there is a ditference, and it concerns directly the limited
number of persons who have no serious unemployment difficulty at
the very high activity levels we want to avoid but do have difficulty
at the more reasonable levels for which we should be aiming. Observ-
ers who pretend to take a “tough’ position on this problem, and to
do so without qualifications, are apt to become suddenly “soft” when
the most undesirable ways of alleviating hardships are smuggled into
various programs, 1 have believed for some time that in a period
when considerable savings could be had by pruning unsuccessful
manpower programs and when many state and local governments are
accumulating surpluses, a limited program of subsidized employment,
mostly in nonprofit activities and partly combined with training,
would be preferable to what appear to be the two major alternatives
to such a program. These alternatives are (1) the subsidization of
idleness and (2) monetary overexpansion combined with an inclina-
tion to experiment with wage and price controls even when demand
pressures show in the markets. Since political considerations may
push us into one of these two alternatives, I will add that I consider
the subeidization of idleness in hardship cases a good deal less unde-
sirable than overexpansion combined with a tendency to introduce
and reintroduce controls.

The difficulty of dealing in a reasonable fashion with the differ-
ence in hardship cases arising at the 5 percent and the 4 percent level
of overall unemployment is enlarged by two ill-conceived legislative
measures, one of which is about to be phased out and the other of
which is about to be introduced. The first of .hese, the Emergency
Employment Program, was enacted at a time when the unemployment
rate was in the neighborhood of 6 percent but was practically certain
to decline in the near future. This program gave employment to
persons without regard to whether the market economy would take
care of them at the 5 percent rate. Indeed, a high proportion of those
included had been unemployed for only a short time at the 6 percent
level of unemployment. The second measure that will make matters
more difficult is the impending increase in minimum wage rates,
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which will turther increase the wage rigidities responsible for the
coenistence of high unemploviment rates in some labor (ategories
with shortages in others.

Dangers to be Kept in Mind. Whatever second-best or third-best
solutions are open in these circumstances tor coping with structural
manpower  problems—-problems  of considerable  signiticance—the
main danger that faces us now is renewed acceleration of inflation
amd a serious recession in its aftermath, Avoidance of this danger
requires «Jear awareness of the fact that, given the large changes in
the composition of the labor torce, a 3 percent overall unemployment
rate, as computed by the now nsual American procedure, has a
difterent meaning today than it had, tor example, in the mid-fifties
or even eathier, It we consider the entire postwar period from 1947
to 1972, we tind an average national unemployment rate of 4.7 per-
cent - though tor 1909, the peak year of an unsustainable inflationary
expansion, the observed rate was ': percentage point below the
4 percent “target,” after which it rose to o percent during the reces-
sion. The average figure of 4.7 percent for the 1947 to 1972 period is,
of course, mudh less influenced by changes in labor force composition
than are data relating to recent periods,

Clear awareness is needed also of the tact that in the current
sensitive phase of our expansion process we are faced, largely by
bad luck, with price pressures originating in the area of primary
products, and that the job of preventing the perpetuation of this
initially temporary pressure requires, for the time being, all the more
moderation in traming our monetary and fiscal policies. Hopefully
even the hrst-vear wage increases of 1973 will show a sense of
responsibility, though the settlements will largely coincide with the
manifestations of the temporary price pressures. Moreover, assuming
no excessive monetary ease- -but only on this assumption—first-year
raises tor a small fraction of the labor force should not set the tone
for general money-wage trends in the future. Herein lie our hopes.

On the other hand, there exist two dangers, one that is probably
minor and another that is major. The relatively minor danger is that
even if we tollow a policy of restraint from now on, enough of the
temporary price spurt from the early part of the vear will be built
into the wage structure to make it impossible for producers to sell
sufficient quantities of output at profitable prices later in the year
when the lagged ettects of the proposed policies of monetary restraint
take hold. These lagged effects might lead early next year, or possibly
even before the end of 1973, to no more than a minor cyclical setback
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against which i the given arcumstances it is not possible to play
entirely sate,

The greater danger is that, in an attempt to plav safe against the
possibility ot a minor setback, excessively expansionary policies will
be adopted in which case the probability ot highly inflationary cost
trends will be greatly increased. Given the lags with which policies
become ettective, present expansionary measures would then continue
to vindivate highly inflationary cost trends later this vear. The ensu-
ing spiral would eventually have to be stopped by measures causing
a muvch more severe vvadical setback than one resulting merely from
the inevitable minor oscillations around the growth trend. We have
a hoice: we can rish an early setback that is apt to be minor or we
can head, with a small delay, for a muck more severe recession.

Nature of the Study. In the main part of this study 1 shall explore in
greater detail the problems sketched in the foregoing pages. After
justitying mv position on emplovment rate targets for expansionary
palicy, and atto discussing the consequences of the present over-
espansion, T shall turn to the guestion of available measures for
redressing balance, Reasons will be given for tocusing the discussion
of these measures on monetary policy.

Manpower Problems: 1956-57, 1965, 1972

Why would it be very risky to employ expansionary policies for
reducing our overall unemplovment rate below about 5 percent? it
us review the period in which our inflationary troubles of the sixties
started and compare that period with the present.

What had been a very mild rate of price increase started
accelerating about 1905 and, by the ¢nd of the sixties, it forced our
policy makers to step on the brakes consistently enough to allow a
recession to develop. The policy line followed from 1965 to the
dosing years of the decade reduced the overall unemployment rate
from 4.5 percent in 1905 to 3.5 percent in 1909 (and two decimals
below that number in terms of lowest monthly data). The 3.5 percent
overall rate for 1909 was 0.6 percentage points below the rate for
1950, in the year in which unemployment had fallen to within one
decimal point of the conventional “target rate” of 4 percent. Pre-
sumably this target was defined with the labor-force composition of
the mid-fifties in mind. Yet in 1909 the specific unemployment rates
of various highly demanded labor categories were even further below
their 1950 level proportionately than was the overall rate. Inflation
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kept steepening and the need to step on the brakes gradually became
obviows, though it took some time betore policy makers “accepted
the tact that it is o very diticult task to get an intlationary process of
such duration and mtensity under control. The process that has
caused these diticultios ongmated i the conditions prevailimg around
1903 It was ted by expanvonary polivies creating and  turther
increasing the market tightness that became observable in the middle
of the decade. In the present contest, tightness of the labor market
deserves considerable emphasis,

Comparison ot 1905 and 1950-57. Whether we should say that
intlation started accelerating “in an essential way' irom the year
193 to 1900 or from 1904 to 1963 depends on what swe mean by
Cessential o Clearly noticeable acceleration of  the price indices
ovcurred in the transition trom 194 to 1903 but as measured by
the consumer price index and the GNI* detlator, intlation mav never-
theless be said to have remained small until we started moving into
1900, A rate of increase of aimost 3 percent in the consumer price
inden shows tirst when we move trom 193 to 1900, though a rate
of increase somewhat in excess of 3 percent had already occurred in
the whelesale price index in the transition from 1904 to 1953, largely
as 4 result of rising tood prices. On the other hand, the private
nontarm implicit deflator did not reach a rate of increase of about
3 percent until the transition trom 1900 to 1967, It seems reasonable
to summarize this by stating that accelerating inflation started to
become bothersome about 1905, By the end of the decade the 3 per-
cent vearly rate had been greatly exceeded by all “representative”
price indices. For the consumer price index it had just about doubled.

At 4.5 percent in 19¢5, the overall “national” unemployment rate
averaged 0.4 percentage points higher than in 1950 and 0.2 percentage
points higher than in 1937, However, this does not mean that the
labor market was less tight in 1905 than in the carlier two vears. The
essentials of the story cannot be told in terms of these overall rates.
In 1905 the unemplovment rate for adilt men—aged 20 and over—
was no higher than 3.2 pereent, less than the 3.4 percent rate observed
tor 1950 or the 3.0 percent observed for 1957, though in 1050 and
1957 we were said to be at about practical “full emplovment” with
overall unemployment rates not significantly in excess of 4 percent,
Further, in 1905 the unemplovment rate for nupricd men was down
to 2.4 pereent, as compared to 2o pereent in 1950 and 2.8 percent in
1957, In 1903 wohite males wged 25 ind over had an unemployment
rate of 2.5 percent, three dedimals lower than their 1950 rate. In
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it srpreting these tigures we must take into account the decline of
th.  weight in the labor force of worker categories that have had
below-average unemplovment rates all aloag. We need to remember
also that the ditterentials between the unemploviment rates of some
categories had risen (not induding the black-white diterential). These
are the two changes that explain the fact that in 1905, as (ompared
to 1950-37, a higher overall unemplovment rate corresponded to the
lower spedific unemplovment rates for various important worker
categonies listed above.

For example, in the nine vears from 1950 to 1905, the weight
of adult men in the labor torce dedlined from o4 percent to 00 percent,
and the weight of men of all races aged 25 and over declined from
00 pereent to 54 percent. (It should be remembered that the age
ddasees 20 to 24 have an oppreciably higher unemplovment rate than
their elders) In the same nine years, the weight of teenagers and of
adult women rose from 3o percent to 40 percent, This rise is made
up of a 212 pereentage peint increase (from about 2942 to 32 percent)
for adult women and a 112 percentage point increase (from about
o': to 8 percent) for teenagers. At the same time, whereas in 1956
the unemplovment rate for adult women exceeded that for adult men
by only 0.8 percentage points (the two rates in question were 4.2 and
3.4 perceni), in 1965 the differential was 1.3 percentage points (4.5
versus 3.2 percent); comparing teenagers of both sexes with adult
men, the percentage point differential had risen from 7.7 percentage
points to 1l.o (the teenmage rate was 11.1 percent in 1956 and
14.8 percent in 1965).

A very large proportion of the labor force had lower unemploy-
ment rates in 1905 than in 1956 and in 1957. This in itself does not
provide a definitive answer to the question of how the tightness of
the labor market in 1965 compares with its tightness in 1956 or in
1957. We should not go bevond saying that the-e data, viewed in
isolation, do (reate a presumption that for a high proportion of the
labor force —for highly demanded labor categories—the market was
at least as tight in 1908 as in 1950-57, However, evidence provided
by wage trends further strengthen this presumption, and does so
very greatly.

From 1965 to 1906 the increase in compensation per man-hour
accelerated significantly. This measure of the rise in hourly earnings
(including fringes) accelerated from a rate consistent with very small
price increases when productivity increases are normal to a rate of
roughly 6 or 7 percent for 1965-66 (depending on whether we con-
sider merely the private nonfarm sector or the private sector as a
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whole). Quite aside from the fact that for the period-we are surveying
the 6 and 7 percent range was not the peak, even these rates of
increase corresponded to an inflation rate of more than 3 percent for
long-run normal productivity increases in the private economy. More-
over, even if these rates of wage increase had not accelerated further,
they weuld have corresponded to a rate of inflation very much in
excess of 3 percent for the exceedingly sma!l productivity increases
recordec in the closing years of the decade both at “overstrained”
resource-utilization levels and sybsequently during the recession.

The chicken-and-egg problem involved in wage-price or price-
wage esvalation cannot be decided on the basis of these data or, to
my knowledge, of any other. Accelerating price inflation and accel-
erating wage-cost trends established themselves at roughly the same
time. It is true also that capacity-utilization rates in the manufactur-
ing industries reached a very high level simultaneously—about
90 percent by the standards the Federal Reserve Board uses in
conediing its utilization-rate data, and all along this appears to have
meant ‘ull capacity utilization. But leavirg the hopeless chicken-and-
egg problem aside, the data do strongly suggest significant tightness
of labor markets. An acceleration of the increase in compensation
per man-hour from a rate falling short of 4 percent for 1964-65 to
one ir excess of 6 percent for 1965-66 is indicative of this tight-
ness particularly because for the initial phase of steepening infla-
tion the tightening is more clearly observable on wage-trend data
for nonunionized than for unionized workers in the manufacturing
industries.*

Were it not for these nonunion wage trends, we would h..ve to
rely largely on intuitive appraisals in rejecting the argument that in
spite of what was said above—in spite of the Jow 1965 unemployment
rate for adult males and for males 25 and over (particularly white
males of those age classes)—ihe tightness in these specific categories
during 1965 could conceivably have been less than in earlier years.
After all, an iniernally consistent account of the matter could be put
together in this fashion: (1) The likelikood that a worker finds a job
which suits him and for which he is suitable rises with the worker’s
level of education. (2) If we compare years that are nearly a decade
apart-~such as 1956 or 1957 with 1965—we need to take account of
risin~ education levels and, in particular, of the fact that in the later
period, pari passu with rising education, a higher proportion of the

? Spe the data in Marten Estey, “Union and Nonunion Wage Changes, 1959-1972,”
in Price and Wage Control: An Evaluation of Current Policies, Hearings before
the loint Economic Committee, U.5. Congress, part 2, 1972,
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prime-age male population was occupied in jobs typically associated
with longer job tenure. (3) Theretore, in spite of the low specific
unem ‘oyment rates for the most-demanded worker categories, the
market for these workers nuiy conceivably have been less tight than
was the 1950-1957 market at the then existing practical full employ-
ment, (4) 'rice inflation and inflationary wage trends could, therefore,
have developed merely because commodity markets became tight at
the high capacity-utilization rates in 1905, and even though labor
markets were not particularly strained, unions had sufficient market
power to steepen money-wage trends signiticantly more-or-less simul-
tancously with the steepening of price trends.

Even on general grounds this may not be the most credible
account of the initial phase of steepening inflation in the mid-sixties,
but it is not necessarily an account one feels like rejecting ont of hand,
However, the nontnion wage trends of the early phase deprive this
wayv of telling the storv of whatever plausibility it may otherwise
have. In the period beginning about 1905 wages clearly behaved as
one would expect them to behave in a tight labor market.

Thus, as to the comparison of 1965 with 195¢-37, the correct
condusion is suggested by plading the emphasis on the low 1965
specitic unemployment rates of large and highly demanded worker
categories. Little importance attaches to the qualification that the low
specific rates of 1905-—lower than those observed for 1956-57—could
conceivably have reflected lesser tightness because of a negative
correlation between unemployment and education.

When describing the 1965 adult male rate of 3 to 3%z percent, or
the married male rate of about 212 percent (and a similar rate for
white males 25 and over), as “low” we must, of course, take account
of the method by which unemploynient rates are estimated in the
United States. The method used is to interview someone found at
home in a sample of houscholds in order to learn the number of
household members aged 16 vears and over who have no work but
have very recently been looking for work. Not only the “job losers”
and the “job leavers”are included among the unemployed but also
the new cntrants and reentrants into the labor force, regardless of
how short the duration of their unemployment may be.

Comparison of 1972 with Earlier Years. We have seen that the

4.5 percent overall unemployment rate of 1965 was in all probability

associated with at least as much labor-market tightness as was asso-

ciated with the smaller overall rates of 1956 or 1957. On similar

grounds the available data create a strong presumption that at the
/
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end of 1972 when the overall unemployment rate was 5.1 percent,
the labor market was only slightly less tight than in 1965. This is so
in spite of the fact that, as we shall presently see, the specific rates
for males observed for 1972 should probably be corrected upward
to some extent in order to make them comparable with the rates for
1905 or earlier. The degree of tightness existing about 1965 played
an important role in touching off accelerating inflation and hence
by the end of 1972 we arrived at a state that may be regarded as
located near the danger zone.

We note that in December 1972 (with seasonal correction) the
adult male rate was 3.4 percent, the married male rate 2.4 percent,
and the rate for white males 25 and over probably somewhat below
this last figure. In 1965 these three rates were 3.2 percent, 2.4 per-
cent, and 2.5 percent, respectively; in 1956 they were 3.4 percent,
2.6 percent and 2.8 percent. This would suggest roughly the same
degree of tightness for December 1972 as for 1965 and at least the
same degree of tightness for the end of 1972 as for 1956. However,
the wording of the questions asked in the Census Bureau survey was
changed somewhat in 1966 and it seems likely that the recent male
rates should be corrected upward by a few decimal pouints to make
them comparable with pre-1966 rates. In view of this it is preferable
to conclude that by the end of 1972 we had arrived in the neighbor-
hood rather than at the precise level of the labor-market tightness at
which a serious inflation problem developed in the past. In terms of
the overall unempioyment rate the critical point may now be located
slightly below 5 percent rather than slightly above that figure. At
the end of 1972 we were slightly above that figure. On the other
hand, the rapid rate of GNP growth in the first quarter of 1973
suggests that continued growth approximating that magnitude would
reduce the unemployment rate well below 5 percent. Indeed by June
1673 the rate declined to 4.8 percent. This is occurring at a time
when the danger exists that our “temporary” raw material price
increases will be built into the wage and price structure with long-
lasting effects, a danger justifying particular emphasis on demand-
policy moderation.

At an overall unemployment rate of roughly 5 percent, there now
exists, of course, more teenage and adult female unemployment than
would have been the case in earlier periods. The representation of
adult males in the labor force, which declined from 64 percent in 1956
to 60 percent in 1965 declined further to 56%2 percent by 1972; the
representation of adult women in the labor force, which rose from
292 percent in 1956 to 32 percent in 1965, rose further to almost
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34Y2 percent by 1972; and the representation of teenagers, which
rose from ol2 percent in 1956 to 8 percent in 1965, rose further to
9%z percent by 1972.

Seasonally corrected data for the late part of 1972 indicate that
at that time less than 40 percent of our unemployed were adult males;
the remainder consisted of adult women (about one-third) and teen-
agers (almost 30 percent). Along with the significant increase in the
representation of workers other than adult males in the labor force,
the representation of those groups in the employed part of the labor
force has also increased significantly. However, their proportionate
representation has increased somewhat less in the employed part of
the labor force than in the labor force as a whole and this reflects
itself in a large increase in their representation in unemployment.
The unemployed are a small fraction of the labor force. Hence a small
discrepancy between a change in the proportionate representation in
the labor force and a change in the representation in employment
shows in a large change in the representation in unemployment.

This reasoning implies the realistic assumption that when it
comes to appraising shortages, greater tightness in the adult male
category and in certain of its subcategories should not be regarded as
offset by the greater availability of other types of workers. In other
words, at the end of 1972 the adult male rate of 3.4 percent and the
married male rate of 2.4 percent should not be regarded as “offset”
by a 5.1 percent unemployment rate for adult women and a 15.7 per-
cent rate for teenagers (seasonally corrected). These worker cate-
gories are very imperfect substitutes of each other, and the unemploy-
ment differentials reflect in part at least the results of rigidities of the
real wage structures,

As for the social problem involved in the higher unemployment
rates of women and teenagers, we should remember that their unem-
ployment is of shorter zvcrage duration than that of adult men. This
is merely one of the reasons why fewer hardship cases are involved
in temale and teenage than in male (especially married male) unem-
ployment. While, as was already said; there does remain a difference
between the number and weight of hardship cases in a 5 percent as
compared to a 4 pe.cent unemployment economy, driving the econ-
omy into accelerating inflation is the least desirable way of coping
with this aspect of the problem.

Inflation: Its Acceleration, Deceleration and Revived Acceleration

The preceding section examined some of the characteristics of the
economy at the start of the strongly inflationary period in 1965. The
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characteristics were compared with those at the end of 1972 when,
after vears of steepening inflation and after the recession of 1970, the
economy had returned to roughly the level of activity at which it was
highly inadvisable to generate appreciable further cyclical expansion,
By 1972 the rate of inflation had been greatly reduced—though sub-
sequently serious pressures have emerged that hopefully will prove
to be temporary. What were some of the salient features of the
processes that took place between these dates?

Acceleration in the Sixties. During the five-year period, 1965-69,
that ended with the onset of recession, the money stock denoted by
M,—defined as currency plus demand deposits—increased by 272
percent. During the same period the money stock denoted by M.—
defined as M, plus time deposits at commercial banks (other than
certificates of deposit in the value of $100,000 or more)—increased
by 4112 percent. During this span there were only two years, 1966
and 1969, in which M. rose by less than about 8 percent and M) by
less than 5 percent.

" The first of these two years (Ian) was the year of the tem-
porary “credit crunch,” a brief interlude which was shortly followed
by a renewed significant increase in the money supply and, a5 we
shall see, also by a year of significant fiscal deficit. After the very
brief interlude of slow growth connected with the crunch of 1946,
the inflationary expansion continued at a rapid rate. The second year
in which the money supply rose .i.tle—M: merely by about 3 percent
—did put an end to the cyclical expansion. That year (1969) ended
with the cyclical downturn. To stimulate a recovery, monetary policy
was significantly relaxed in the recession year of 1970; and during
each of the recovery vears, 1971 and 1972, Mz rose by about 11 per-
cent. (M) rose by 612 percent in 1971 and by 8 percent in 1972.)
The tightening of monetary policy prior to the recession resulted
from the determination to end a cyclical phase that had led to steep-
ening inflation; the degree of the subsequent easing of monetary
nolicy, however, seemed to many of us to involve a scrious risk of
overexpansion,

Similarly the reduction of the fiscal deficit from 1967 (that is,
from the first year in which the deficit was large) to 1968, and the
subsequent accumulation of a fiscal surplus in 1969 resulted from an
effort to fight inflation by a tax increase and by reducing the rate of
increase in fiscal outlays. But the “stimulating’ turnaround after the
start of the recession was very large in the area of fiscal policy too.
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Only quite recently has the President exerted a strong influence to
slow the increase of government expenditures again.®

In the last year of the cyclical expansion that ended in November
1969—to be followed by a twelve-month recession, according to Na-
tional Bureau dating—the overall unemployment rate was 3.5 percent,
the specific rate for adult men about 2 percent, and that for married
men about 1Yz percent. The consumer price index, which prior to 1965
had been rising at a yearly rate of less than 2 percent, rose in 1969
by close to 6 percent (the peak annual rate of 6 percent was reached
with a short lag in 1970, hence after the downturn). It was the
intention of policy makers to reduce the inflation rate significantly
without exposing the economy to anything worse than a mild and
brief recession. The recession was in fact mild and brief. However,
the recovery was slow in the first post-recession year (1971), leaving
the overall unemployment rate in the neighborhood of 6 percent.

The recovery quickened significantly in 1972. While the yearly
average unemployment rate for that year was still 5.6 percent, the
monthly figure declined to 5.1 by December. Civilian employment
rose by about 3 percent during 1972, reflecting partly the increase in
the labor force age population, partly the increase in the civilian
participation rate in the labor force, and partly a 0.9 percentage point
decrease in the unemployment rate from December 1971 to Decem-
ber 1972 (the unemplouyiuent rate being always expressed in relation
to the civilian labor force). The first quarter of 1973 brought the
disconcertingly large (unsustainable) further rate of expansion on
which we have already commented. We have also commented on the
fact that special factors—raw material shortages—are in large part
responsible for the renewal of heavy pressures on prices in 1973
The overexpansion in the first quarter of 1973 has made it much
more difficult to cope with these pressures on the price level.

By 1972, before the recent price spurt started, the earlier policies
aimed at greatly reducing the rate of inflation at satisfactory levels of
business activity seemed to have borne fruit, though the administra-
tion’s stated goals were not yet reached. It seems exceedingly un-
likely to me that the relatively favorable price record of 1972—the
year which ended with the unemployment rate down to only slightly

4 The following were the national-income accounts surpluses, and deficits (minus
sign), in billions of dollars for the successive calendar years. 1965: 1.2, 1966:
—~0.2, 1967: — 124, 1968: —6.5, 1969: 8.1, 1970: —12.9, 1971: —21.7, 1972
(preliminary estimate). —18.1. The unified budget surpluses and deficits for the
successive fiscal years were: 1965: — 1.6, 1968: — 3.8, 1967: — 8.7, 1968: —25.2,
1969: 3.2, 1970: —2.8, 1971: — 23,0, 1972: —23.2, 1973 (preliminary estimate):
—17.8 (midyear budget review).
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more than 5 percent—could have been achieved if the recession had
been even milder or the recovery during 1971 faster. Diminishing
the rate of inflation by a significant margin took time because infla-
tionary expectations had become built into the decision-making
process. The facts surveyed in the foregoing pages suggest that
union power is unlikely to have played a major role in touching off
the inflationary developments starting in 1965. It clearly did play a
crucial role, however, in building inflationary expectations into the
cost and price structure during the recession and the immediate
post-recession period, when unemployment rates were in the neigh-
borhood of ¢ percent.

Deceleration during 1970-72. Much of the deceleration of price
increases occurred not during the recession itself but after the upturn,
in those phases of the recovery in which the overall unemployment
rate was as yet significantly in excess of 5 percent and capacity-
utilization rates were low. When the cyclical upturn occurred in
November 1970 (by National Bureau dating), the rate of increase in
the consumer price index had already slowed from its peak, but it
was not yet clear to what extent the movements were merely erratic.
By the first half of 1971 deceleration was clearly observable in the
consumer price index: the rise was not much in excess of 4 percent
at an annual rate.

But in the first half of 1971 the rate of increase of compensation
per man-hour in the private nonfarm sector was still at about its
highest level, that is, approximately 8 percent. Standard produc-
tivity increase (that is, the “normal” or long-run productivity increase
by which producers are largely influenced) and the increuse in the
private nonfarm GNP deflator (slightly in excess of 4 percent) added
up to appreciably less than this increase in compensation. Thus either
the price increase had to accelerate again or wage increases had to
decelerate. Some of us believed that market forces would respond
to the low capacity-utilization rates and the high unemployment rates
of 1971 by bringing about a deceleration of wage increases, not a
renewed speed-up of price movements. We therefore saw no neces-
sity for the introduction of direct price and wage controls. But this
was highly controversial.

As we have seen, Phase I of a control program—the temporary
wage and price freeze—iwas in fact introduced in August 1971, This
was followed in November by Phase II, with prenotification require-
ments for large sellers and large employers intending to raise their
prices or wages and with extensive arbitrary interferences into the
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price and wage structure. Only in January 1973 did Phase 11 give way
to Phase 111, which is focused specitically on a small number of areas,
but retains the government’s right to intervene also in other areas.

During 1972 the consumer price index rose by somewhat less
than 3!z percent, the implicit GNP deflator rose by 3 percent (its
nonfarm component by somewhat less than that but the fixed-weight
counterpart of the GNP deflator by between 312 and 4 percent), and
compensation per man-hour in the private nonfarm sector rose by
about 7 percent. It follows from the preceding that it is impos-
sible to tell with assurance whether the controls deserve any credit
either for the continuation of price deceleration up to 1972 or for
a noticeable deceleration of increases in compensation per man-hour
I continue to be very doubtful in this regard, and | continue to be
impressed also by the fact that a good many illustrations (discussed
in the footnote below) point to significant distortions caused by the
controls. Whatever one may think of the role of controls, in the
late part of 1972 it appeared to make sense to express a favorable
diagnosis of general economic trends by stating that inflation was
greatly decelerated and unemployment reduced to the immediate
neighborhood of 5 percent.

4 In the Wall Street Jowrnal (April 19, 1073), Assistant Secretary of the Treasury
for Fronomic Affaiz« Edgar R. Tiedler gives an account of dislocations caused
during Phase Il of the control program (adding that such harmful consequences
would show much more extensively in a period of generally ctrong demand than
was the case at that time). (1) The lumber industry was faced with very active
demand =ven then, and a considerable number of practices developed in that
industry for unsubstantial further processing and the passing of products
through a number of firms—partly even by fictitious transactions—in order to
enable selldrs to charge mark-ups (higher prices) in accordance with the state
of the market. Nevertheless, the production of lumber products seems to have
been held below the attainable level in order to avoid exceeding the permissible
profit margins. (2) A number of complaints were heard from businessmen
observing the wage regulations that their work force was being pirated by
rivals. (3) The regulations made it less profitable for the petroleum industry to
produce tuel oil than various other products, and this increased the fuel shortage
last winter, We may add that price regulations inevitably have major distorting
effects of this general type. (4) Soybean meal and phosphate fertilizers were
fetching sufficiently profitable prices abroad to lead the producers of these
products to give substantial preference to exports over domestic sales at regu-
lated prices. (5) In a number of food and related industries (also in some others)
there existed firms which could not raise their prices because as a result of an
innovation they were selling some specific new product at a price that raised
their overall profit margins to the permissible limit; for this reason at the prices
which such firms had to set for their other products, their rivals producing only
these other products could not have stayed in the market in the longer run.
{6) Only with a substantial delay could the Pay Board and the Price Commission
pass on cases which they had to decide, and the waiting lines were becoming
increasingly long,
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The Recent Revival of Acceleration. Yet some of us have had strong
misgivings all along about the size of the momentum that monetary
and fiscal policy was building into the system. The 8 percent annual
growth rate in real GNP, along with a somewhat higher than 6 per-
cent annual rate of increase in the implicit GNP deflator during the
first quarter of 1973, justifies these misgivings in retrospect. It is
true that the President took steps to keep fiscal expenditures from
rising at the rate previously planned for 1973, and Chairman Arthur
Burns of the Federal Reserve System declared repeatedly that 1973
would be a vear of moderation in monetary policy. But the econ-
omy’s expansionary momentum in the early part of 1973 suggests
that it would have been much preferable to move in these directions
earlier. It was the avowed objective of policy makers to create an
environment in which the price trend performance of 1972 would not
merely be repeated but would be somewhat further improved. Yet,
under pressure from their opponents, they predicted that their policies
would lead to a reduction of the general unempioyment rate to well
below 5 percent, and only belatedly did they shift to restraint. Never-
theless it may be argued that in the absence of further complications,
a very limited period of overexpansion might not have created a seri-
ous problem. In fact, however, a further complication has developed.
As things now stand, acceleration of inflation in the early part of 1973
is a fact that assumed dramatic proportions. The objective for 1973
should now be to briuy about veory significant deceleration in the
course of the year, and gradually to get us back to where we would
have been if specific complicating factors had not occurred and if
policies of restraint had been adopted in time.

As for the specific complicating factors, the country had bad
Juck in that during 1972 a supply problem started overlapping with
the problem of making it understood to the public that in the present
setting demand-policies directed at the conventional employment rate
targets were unrealistic. As a result of poor crops in many countries
as well as of rising demand, the prices of agricultural products rose.
sharply and, for a while, the cost of living will continue to rise
appreciobly suoie than it did in 1972, During the year 1972 a mild
manifestation of the short supply of farm products was observable
in the fact that whereas the consumer price index rose by 3.4 percent,
the food component of the index rose by 4.7 percent. As an indicator
of what was in store this was a misleadingly mild manifestation of
price pressures in the agricultural area, and more generally in the
area of raw materials. The farm products component of the whole-
sale price index rose by more than 15 percent in 1972, Indeed, even
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the rise ot the Qeneral wholesale price index (0.5 percent) compared
very unfavorably with that of the consumer index, though this latter
statement does not apply to the industrial-goods component of tae
wholesale index (which rose only by slightly more than 3.5 percent).

Subsequently the tirst guarter ot 1973 brought very sharp in-
creases in agricultural prices and in the general wholesale index, with
the consumer index rising very steeply too. The first quarter’s rise
in the consumer price index was in excess of 8 percent at an annual
rate, with the food component rising more than 25 percent, the non-
tood commodity component less than 5 percent and services less than
4 percent. The rise in the wholesale price index tor the period was
in excess of 20 percent at an annual rate, with its farm-products
component increasing well in excess of 50 percent and even its indus-
trial-products component somewhat more than 10 percent. From the
last quarter of 1972 to the first quarter of 1973, the GNP deflator
rose, as we have seen, by about o percent at an annual rate, this being
true not only of the implicit deflator, which involves changing weights
from quarter to quarter, but (roughly) also of the fixed-weight deflator.
Regardless of how cuccesstul the policy makers may be in keeping
“initially temporary” phenomena truly temporary, the price trend
performance of 1972 will surely not be matched in 1973

While it is very questionable whether the direct controls exerted
any appreciable influence on the general price level, Phase 11 lasted
long enough to lead to the “bulging” of some specific commodity
prices after January 1973, This is a strictly short-run phenomenon,
attecting goods and services the prices of which (and presumably the
expenditures on which) had been kept artificially low in relation to
other goods and services.

The significant specific price pressures in the agricultural area
may lessen greatly or even end before the vear is over. We are now
relaxing our polivies of acreage restriction and of governmental credit
facilities to producers for keeping agricultural products in storage.
Policy changes were introduced in these regards and they will con-
tribute to the anticipa.ed significant reduction of the specific farm-
price pressuses later this year. In addition, the large purchases of
U.S. grain by the US.S.R. have in themsclves played a significant
role in producing this year's shortages in the United States. The huge
size of these imports from the United States reflects Russian crop
failures of unusual dimension. Nor was the U.5.5.R. the only country
abroad that had an exceptionally bad crop last year. And, with
respect to meat supply, domestically we seem to have been caught
in the wrong phase of the “corn-hog” cycle. Furthermore, as was
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already said, the impact on the domestic price level of the rise in
foreign currency rates is also likely to be partly temporary, because
in the longer run domestic products will be substituted for part of
our imports.

The danger remains, however, that wage trends will react to the
“temporary” worsening of the price trend, with long-run conse-
quences. Furthermore, specific pressures on some prices—perhaps
particularly on the prices of materials used in energy production (for
example, oil and (oal)—are apt to prove inherently long-lasting. To
a limited extent a longer lasting adverse effect is likely to develop
on the standard of living of all population groups, including wage
earners. There is no reasun to expect, however, that the long-run
uptrend in living standards would thereby be seriously impaired.

Most of the specific adverse factors of 1973 are “inherently”
temporary though it is difficult to predict to what extent it will be
possible to avoid their perpetuation via labor cost increases. Under-
standing on the part of the union leaders would certainly help. After
all, their recent experience shows that periods of rapid money-wage
increases can easily become periods of very small real wage increases,
as was the case in the late sixties. But at any rate we have here an
additiona! reason for guarding against expansionary policies that
would tighten the labor market to what would be the danger point
even in the absence of these difficulties.

The Danger of Trusting the Hypothesis of “Inflationary Equilibrium”
in Very Tight Labor Markets

The Inconclusiveness of Phillips-Curve Studies. The analysis in this
paper suggests that some unpopular decisions will have to be made
if we are to avoid more than a temporary revival of accelerating
inflation and a subsequent severe recession. Whenever conditions call
for monetary-fiscal restraints, inevitably involving the risk—but by
no means the certainty—of a relatively early setback, it is tempting
to evade the issue by developing faith in the hypothesis of stable
“Phillips trade-offs.,” These are allegedly stable trade-offs between
inflation and rates of employment, even at very high employment
levels. Were this hypothesis acceptable, we could conclude that even
if expansionary policies produced very high degrees of labor-market
tightness, the rate of price increases would become stabilized after a
while. It would then be possible to gear the economy smoothly to
the resulting steep inflation rate. However the underlying hypothesis
is unsubstantiated, and it wouild be exceedingly risky to bet the
country’s fawe on it.
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Some econometric studies suggest the inflation rate can be
stabilized at a high level even if policy makers are determined to
keep the labor market very tight. Other econometric studies point
more in the opposite direction. In carlier publications 1 have argued
that the econometric models from which an answer to this question
has been sought have led to wholly inconclusive results.” Considering
the competence of the researchers who have put their minds to this
type of exploration, it scems most unlikely that future econometric
efforts can decide the guestion.

To express the difficulty briefly: several models do suggest that,
after a period of transition, the inflation rate corresponding to a
constant level of labor market tightness becomes stabilized, that is,
there is a stable Phillips trade-off between inflation and labor-market
tightness. According to these studies, the acceleration of the U.S.
inflation in the second half of the sixties resulted from a significant
turther tightening of the labor market from year to year—not from a
high degree of tightness per se—even though the official unemploy-
ment rate changed very little in those years. In other words, these
models imply reliance on measures of labor market ease that are not
identical with the official unemployment rate. The results depend
entirely on what measures are selected. Yet at present there is no
acceptable method for selecting the “appropriate” type and degree
of correction of the official rate for deriving a ““true” measure of
labor market case or tightness. Hence such inquiries, based on con-
flicting ideas about what the relevant variables are, have remained
wholly inconclusive. It would, of course, be begging the question
to make those corrections that yield a model with stable trade-offs.

Stable Trade-offs Limited to Ranges of Moderate Tightness. In gen-
eral, it scems more promising to recognize here an obvious fact of
economic-political life. The tighter the labor market, the more are
employers (individually and in the aggregate) influenced by the risk
of not being able to hire the workers they need to carry out their
production plans. On the other hand, employers and unions realize
that policy makers are, by implication, threatening them with impos-
ing a penalty on increasingly inflationary cost and price tendencies.

i Witliam Feliner, “I’hillips-type Approach or Acceleration?’” Brookings Papers on
Economic Activity, 2: 1971 (Washington, D. C.: The Brookings Institution, 1971);
Case for Moderation in the Economic Recovery of 1971 (Washington, D. C.:
American Enterprise Institute, 1971); Ainting for a Sustainable Second Best Dur-
ing the Recovery from the 1970 Recession (Washington, D, C.: American Enter-
prise Institute, 1971) and Employment Policy at the Crossroads: An Interim Look
at Pressures to be Resisted (Washington, D. C.: American Enterprise Institute,
1972). v
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The penalty would be imposed by a policy not generating the eftective
demand needed for profitable operations if (ost increases continued
to accelerate. Individual emplovers and unions are aware of this
implicit threat and Know that other emplovers and unions are aware
ot it too. Hence market behavior is very likelv to depend on which
ot two rishs is weighted more heavily: the risk ot not being able to
liire the needed labor force or the risk of being caught in a situation
in which policy makers do ot “vindicate” the costs to which one has
become committed.

This sugyests that ['hi“iph trade-otts are more “l\(‘l_\' to become
stabilized—-and, conversely, continuing acceleration up to the point
where policy makers actually bring about a recession is more likely
to be avoided-—when labor-market tightness is moderate than when
it is pronounced.” These considerations suggest also that the merely
temporary haracter of acceleration, when an upswing is not allowed
to carry the economy into high degrees of tightness, results partly
from the tact that the peolicy makeis” threat of forcing a recession
becomes increasingly credible as the recovery moves into its advanced
stages. Finallv, this way of looking at the matter leads to the sug-
gestion that policy makers should in any event try to avoid giving
the impression that their anti-inflationary objectives are secondary.
The slogan according to which full employment (in the sense of
significant labor-market tightness) is more important than the avoid-
ance of inflation misses the point. Policy makers guided by this
slogan are apt to be buffeted from twe directions: first, they are apt
to get the cconomy into continually accelerating inflation and then,
this being an intolerable condition in the longer run, they are likely
to produce a significant amount of unemployment.

A specific variety of the argument tor tolerating high inflationary
pressures as a necessary price for very tight labor markets calls for
introducing direct wage and price controls in highi-pressure econ-
omies. These would allegedly improve the Phillips trade-offs. How-
ever, in the Western world administrative controls have consistently
proved ineftedtive as means of suppressing intense demand pressures
for more than a short period. Since even in the short run these
measures are ecasier to circumvent for some pwducts and servicer
than for others, they have a strong tendency first to distort the
allocation of resources and subsequently to expose the economy to
a demand explosion. The experience of Western countries with direct
controls applied in times of high demand pressure generally points

4 Iy other words, a long-run Phillips function may be stable in ranges of mod-
erate but not of high degrees of labor-market tightness,
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in this direction—-though ther worth or worthlessness in our 6 per-
cent unemplovment cconomy of 1071 and of carly 1972 may forever
remain a controversial issue (as has been argued in detail earlier in
this paper).

Even in Eastern European countries—which have eaccedingly
severe administrative sandtions for enforcement—it is readily observ-
able that the maintenance of excess demand combined with direct
controls greatly reduces the variety and quality of available goods
and services. And regulated prices for items that become unavailable
are, of course, not prices in the proper sense. The <ame observation
applies to Western countries, escept that in such cvircumstances in
the West viola, ons become much more frequent and, after a while,
the controls are apt to be abolished.

With respect to comprehensive administrative controls—for ex-
ample, the controls we had prior to the reduction in their scope in
lanuary 1975 {prior to Phase [II)—the present danger is not so much
that policy makers would be willing to accept a program of high
permanent intlation with controls of indefinite duration. Rather, the
Jdanger is that they might reintroduce more extensive controls with
the avowed objective of coping with the temporary difficulties of
1973. Considering, however, that the U.S. economy has moved into
a period of demand pressures, this would nevertheless have the very
harmful consequences discussed in this section. Even in a period of
relatively slack demand the dislocations caused by the Phase Il
controls were far from negligible (sce footnote 4 above). Further-
more, on-and-oft comprehensive controls might well condition sellers
of goods and services to gencrate large cost and price increases when-
ever the controls are off. This would lead to a highly undesirable,
abrupt change in price tendendies and in the types of economic activ-
ity undertaken,

Money Supply Targels

What methods are available then for attempting to lead the tem-
porarily overheated economy back to the neighborhood of its normal
growth path? Which variables should our analysis of this problem
place in the foreground?

The Present Need for Emphasizing the Money Supply. In the
appendix to this study it is explained in detail why both the so-called
neo-Keynesian and monetarist (quantity-theoretical) frameworks rep-
resent far-reaching simplifications of a generally acceptable analytical
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system. However, an appealing system to which general validity
could be attributed would be far too unwieldy for application. We
do not know enough about the relationships between economic vari-
ables to form a dependable judgment concerning the relative accept-
ability of alternative simplifying devices in any specific period. To
some considerable estent the (hoice of a simplified framework for a
specific purpose needs io be “played by ear,” and even after the
framework is chosen, adherence to the conclusions derived from it
must not be unconditional. Nevertheless, with all these qualifications,
a case «an be made for applving a framework of monetarist character
to the problem of redressing balance under the present circumstances
of the American economy. On what considerations can that case
be based?

First, given the political facts of life, our authorities have much
more leeway in the near future for determining the money supply
than for bringing about appreciable changes in the values of the
fiscal variables. One may, of course, question the binding character
of any political commitment not to raise tax rates, but tax revenues
(federal, state and local) already correspond to about one-third of
the CNDP and to a higher proportion of the net product of the
economy. At the present writing we may conjecture that the admin-
istratior. and our legislators are less firmly committed to the invest-
ment tax credit than to other elements of the tax structure. However,
an oft-and-on policy on this measure would lead to a degree of
jerkiness in investment which would be inadvisable.

Second, during the period 1904-1969 interest rates rose sharply;
the three-month Treasury bill rate, for example, rose from the 3 to
4 percent range into the 7 to 8 percent range. This period includes
sub-periods in which the monetary authorities made deliberate but
mostly unsuccessful efforts to prevent a continued rise in interest
rates by making very large additions to the money supply. It is true,
on the other hand, that some sub-periods of tight money brought a
particularly steep rise in interest rates and that some sub-periods of
easy money became associated with a reduction of the rates. Yet
stepping up the increase in the supply of money during the second
half of the sixties did not prove to be a dependable way of reducing
interest rates or even of stemming their rise. Large .reases in the
morey supply have inflationary consequences and, other things equal,
a steepening of price expectations raises the money rate of interest
at which ioaders are willing to lend and borrowers to borrow. For
the peri ! ‘inder consideration, this argues against stressing the
potentiai interest-reducing—hence velocity-reducing—effect of in-
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creased money supply; it argues for paying a good deal of allention
to the link between the supply of money and the rate of money
income.

Finally, it should be pointed out that in recent vears rather
simple numerical regularities have in fact been observable in the
relationship between the increase in money supply and that of money
GNP, though no one can say with confidence how much longer these
regularities will persist. Indeed, these regularities do not apply to the
current year in unmodified form.

Stability of Velocity over a Limited Period. The regularities in ques-
tion have recently been discussed by Professor Milton Friedman in
a semi-popular presentation published in the Morgan Guaranty Sur-
vey of February 1073, The essential regularity there relates to the
ratio of meney GNP in any gquarter divided by the money stock two
quarters earlier. Friedman used the M. measure of the money stock,
that is, currency and demand deposits plus time deposits in com-
mercial banks (other than large negotiable certificates of deposit).
Before taking a look at Friedman’s recent findings, it might be
useful to mention a regularity which shows—in the form in which
I will describe it—only for the five most recent years. Although five
years is a very short period of time, this regularity has the advantage
of being a good and trendless relation between changes in My and
changes in money GNP for yearly intervals, The intervals are of
the kind with which the recent report of the Council of Economic
Advisers is concerned when trying to looktinto the future.
Calculate the percentage increase in My from December of year ¢
to December of year ¢ - 1; calculate also the percentage increase in
M. from December of vear t + | to December of year ¢ + 2, Com-
pare the simple average of these two figures with the percentage
increase in money GNP during (approximately) the second of these
intervals, that is, from the last quarter of year t + I to the last quarter
of year t - 2. For the past five years the difference between the
average increase in M: and the increase in money GNP will be found
never to exceed 0.9 percentage points, and to be negligible for 1972.7
The lag assumption implied in this procedure is, of course, a
“blurred” one—short-run variations in the rates of change during
the vears are neglected. But the relevant lags could in fact lack
sharpness or consistency, because while in ¢conomic life action is
usually based in part on decisions made well ahead of time, these
decisions can often be adjusted just before carrying them out. The

7 The average deviation is about 0.6 percentage points.

161




WILLIAM FELINER

relative significance of these two components of the decision-making
process is unlikely to remain constant. At any rate 1 suggest that
the foregoing numerical relation deserves to be kept in mind.

We now turn to Friedman’s proposition concerning M. and
money GNP. Emnploying the hypothesis of a definite (constant) two-
quarter lag between the stock of M. and the current flow of money
GNP, Friedman found that the ratio of these two magnitudes was
highly stable for the eleven-vear period 1962-72." The mean value
of the velocity so calculated—GNP at an annual rate divided by
money stock-—is 2.44 for the period, the highest value during the
period being 2.50, the lowest 2.37. The standard deviation is merely
1.4 percent of 2.44,

To this statement on the small size of the standard deviation,
however, a vaveat needs to be added. Assume that-——from one yearly
period to another—M: rises by 10 percent (as has been roughly true
in recent years). Assume also that Friedman’s velocity term rises
from 2.44 minus one-half of a standard deviation to 2.44 plus
one-half of a standard deviation. Then the resulting underestimate
of the change in GNP based on a velocity of 2.44 would be larger
than the muaximum error arising for the five most recent years when
the crude relation previously discussed is employed. Nevertheless,
the fact to be stressed here is that Friedman obtained a good relation
for an eleven-year period, with an average velocity of 2.44 for M..
(This number’s reciprocal describes the money stock held per unit
of yearly GNP; the ratio in question is 0.41.)

Concern in the present discussion with the M. aggregate, rather
than with the money-stock aggregate M, defined as cacluding time
deposits, is supported also by exploratory work (with as vet tentative
results) which Dr. Dan Larkins has undertaken at the American Enter-
prise Institute. For the period beginning in the first quarter of 1953 and
going through 1970 this work points to a somewhat superior per-
formance of M. in the context of the monetarist model used by the
Federal Reserve Bank of St. Louis. However, the St. Louis model
implies a trend for velocity, and the meaning of such a trend raises
essential but unanswered questions. (When M. rather than M is
used in the St. Louis model, the trend in the increase in GNP in
relation to the increase in money becomes statistically insignificant.
But even for M. a trend in the velocity itself has been moving the
velocity term toward the initially higher ratio of increase in GNP to
increase in money stock.)

“To the appreciable increase in velocity in the early part of 1973 we shall
return presently.
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Regardless ot whether we define money as My or Mz, velocity
has an uptrend with decreasing slope from 1948 to 1962. For M,
this trend continues to the present. Only for M. does the trend
become practically horicontal, that is, only for M. does it practically
disappear—for the period 1902-72.  Appropriately constructed
models with the trend worked into them as a parameter are capable
of relating the actual path of money GND to monetary aggregates
for much longer periods than the past five to eleven years. But such
. models become less convincing the less specific the explanation of
the trend becomes. After all, a time trend becomes understandable
only on grounds of an articulate hypothesis as to what is generating it.

Friedman belongs among those who do suggest a rational ex-
planation. His explanation is not sufficiently specific, however, to
permit policy makers to predict with reasonable confidence whether
in the near future the velocity of M. will continue to be stable {or
whether the velocity of Mi, which is de-emphasized in Friedman’s
reasoning, will continue to show a decelerating uptrend). Friedman,
basing his condusions partly on his and Anna Schwartz’s work
spanning a century of monetary history, suggests that “normally”
velocity has a downward trend because, with rising real income and
wealth, the public tends to afford itself the luxury of holding more
money per unit of output. However, as a result of the inflationary
tendencies of the postwar era—or rather of the public’s gradually
awakening awareness of these-—a velocity-increasing effect developed
which, in the postwar period, has outweighed the velocity-decreasing
etfect for M,. For M. during recent years these two forces have just
about balanced each other. Friedman suggests that, at rising stan-
dards of living, the velocity-decreasing effect of a relatively increasing
demand for liquidity will sooner or later reassert itself on balance.

Reasonable as such suggestions concerning the factors causing
nonlinear trends may be, one is tempted to look for a rule of thumb
by which monetary policy can be guided in the immediate future
without relving on vaguely explained trends. A tendency toward
stability of the velocity of M. has now been observable for a number
of years. A policy mindful of this fact—particularly of the relation
between two-year averages of the growth of M: and the second
year’s increase of money GNP—would be moving in a framework
that represents a far-reaching simplification of a generally acceptable
system, sufficiently so to make “'playing it by ear” at times inevitable.

Money Supply Targets. In trying to estimate the desirable 1973 rate
of increase of money GNP, we make four jointly reasonable assump-
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tions. With very little further cyclical expansion from the last quarter
of 1972 to that of 1973 (with no cyclical reduction of the overall
unemployment rate below about 5 percent), it is assumed first that
the labor force would rise by 2 percent and second that output per
man-hour in the economy as a whole would rise by 3 percent. Third,
we assume that we may add to the resulting 5 percent real GNP
growth 12 percent for a very small amount of cyclical expansion after
the last quarter of 1672 &t which time the unemployment rate was
54 percent. Fourth, we make a 5 percent allowance for the rise in
the implicit GNP deflator for the year as a whole (a point to which
[ shall return presently). These four figures—2, 3, ¥2 and 5—add up
to a 10z percent increase in money GGNP. On the assumption that
the past regularities in the behavior of the velocity of M. will carry
over into the unusual vear 1973 the calculation would suggest for
1973 an increase ot roughly 10 percent in M-, only about 1 percentage
point less than the 1972 increase. However, knowledge of the first-
quarter increase of money GNP in 1973 and a guess concerning the
subsequent increase strongly point to a velocity-increasing effect of
the expectations generated by the unusually steep price trend of this
period. We now have been obtaining a 2 to 4 percentage point
increase in money GNP in addition to what could be expected on the
basis of calculations of the foregoing type, and this suggests the
desirability of keeping the 1973 increase in M. down to about
6 percent.

As for the inflation allowance made in our rough calculation—
5 percent in terms of the implicit deflator for the year as a whole—
this is greater than the allowance that would have been justified for
1972. We have seen that for the first half of 1973 a larger allowance
will be required but the policies affecting the first half of this year
are matters of the past. By using sufficient restraint from now on,
policy should try to achieve the result that by the second half of the
vear further increases in the general price level should not be much
steeper than they would have been if the temporary price spurt had
not occurred. A rate of increase in the implicit GNP deflator by
5 percent during 1973 might imply a rise by less than 4 percent at
annual rate during the second half of the year, though at the present
writing the estimates for the first quarter of 1973 are merely pre-
liminary and no second-quarter estimates are as yet available.

From the final quarter of 1972 to that of 1973 the growth in
real GNP would then be about 5% percent and the growth of money
GNP about 10%2 percent. Only for one or two quarters would this
desirable course of events probably involve an annual real-GNP
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growth rate of less than the normal long-run rate ot 4 to 42 percent.
This in itself would not imply a recession. However, an attempt to
put the economy on the path suggested wonld soon lead to a setback
if the cost trends that are developing should be steep enough to
involve insufficient profitability for businesses unless the GNP deflator
rises by considerably more than the inflation allowance made in our
calculation. Given such cost trends the policy contemplated here
would turn out rot to have left sufficient room for the needed price
increases on the quantity of output we have implied. It is better to
take this risk than to face the near cortainty of a somewhat delayed
but much more scvere recession,

Later, when hopefully we would be moving near our normal
growth path and would not have started the year with 8 percent
growth in real GNP, we should aim for real growth at a rate of
somewhere between 4 and 4!z percent. With an inflation allowance
of less than 3 percent, this would yield growth in money GNP at a
rate of about 7 percent. The normal growth rate so described
includes no allowance whatever for cyclical expansion, whereas a
slight allowance for this was justified when we started from the last
quarter of 1972. Nor does the normal growth rate include any accom-
modation for a post-recession catching up of labor force and produc-
tivity increases. Nowadays the “‘normal” growth of the labor force
may be estimated at slightly less than 2 percent and that of man-hour
output in the economy as a whole at close to 212 percent.

Differential Hardship Cases in a 5 Percent versus a
4 Percent Unemployment Economy

At a more-or-less stabilized unemployment rate of 5 percent overall
(as estimated by U.S. survey methods), the social hardship caused by
unsuccessful job-seeking is smaller than most foreigners would infer
from this figure. But there is a problem, compared with the hardships
existing at 4 percent unemployment, and only through experimenta-
tion can we discover the least unattractive measures for coping with it.

For some time now | have been suggesting that it would be
advisable (1) to arrive at an estimate of the difference between the
number of persons with a long-term unemployment problem (because
of long duration or frequent repetition) at a 5 percent overall rate
and the number with such a problem at a 4 percent rate and (2) then
to try to provide subsidized work opportunities mostly in nonprofit
activities to a number of persons not exceeding this difference. This
would, of course, turn out to be the difference between a fraction of
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5 percent and an even smaller traction of 4 percent. The program
would imply selecting wpr to the limit defined by this ditference the
most suitable members of the labor foree from among those who
at a 3 percent overall rate are taced with a long-term unemployment
problem involving lardships. The program would involve subsidized
employment on a limited scale at a cost that could be covered by
cutting various other manpower programs that have proved unprom-
ising. The costs could in any event be partly borne by state and
local governments whose financial situation is now enviable compared
to that of the federal government. In the case of teenagers and some
others, as well, the concept of subsidized criploynient might well
shade over into that ot subsidized training.

This way of reducing the overall unemplovment 1ate to the
neighborhood of 412 percent would be much less damaging than
reliance on further expansionary policies. Also, subsidized employ-
ment on a limited scale is preferable to subsidized idleness by means
of “welfare”~type payments. However, even the latter is a distinctly
less objectionable way to alleviate hardship than would be the effort
(at best temporarily successful) to raise the employment rate to a
high level by policies involving accelerating inflation.

Such a program of subsidized employment would have the
desirable by-product of greatly reducing political pressures to carry
expansionary policies too far. Some past and prospective legislative
measures, however, have not improved the chances of agreement on
such a reasonable course of action. In the introductory section of
this paper-—the Overview-~it was pointed out that the lack of focus
of the Emergency Emplovment Act led to experience which helped
throw a bad light on programs of emplovment subsidization. And
the impending increase of minimum wages will further increase the
rigidities in the wage structure that are largely responsible for the
coenistence of shortages in major labor categories with considerable
unemployment in other categories. Whether for these reasons or
others, policy makers’ views on the problem of the limits of reason-
able demand expansion do not seem to have crystallized. This, how-
ever, is a dangerous state of affairs. In practice uncrystallized atti-
tudes - -wavering—have led to undesirable consequences.

What are the main symptoms of this wavering which, given the
political pressures, are perhaps understandable but must not be
allowed to continue?

Gradually the public has been told by competent spokesmen
of the government that, in the present circumstances, the 4 percent
unemployment target is vnrealistic and that the implications of any
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given overall unemplovment rate are very different now than they
were at the time when 4 percent was defined as the appropriate
interim target and a 5 percent figure was considered much too high.
What the public has been told in this regard is the truth. That it is
the truth is borne out by the data set forth above about the various
specific unemployment rates that correspond today to an overall rate
of about 3 percent—the specific rate for married men and a good
many other important specific rates. DPolicy makers have rightly
stressed also that at present less than 40 percent of the unemployed
vonsists of adult men, and very little more than one-half consists of
workers who have either lost or left their jobs just before becoming
unemployed (the others being new entrants or reentrants into the
labor force). It has often been added that about half the total num-
ber of unemployed has been unemploved for less than five weeks,
which is a fact of considerable importance even if it conveys no
information about the number of spells of unemployment experienced
in any vear by those included in the count. Furthermore, when a
family changes locations because of a more promising job for one
of the spouses, it is often inevitable that the other spouse should
have to look around for a while before finding suitable employment.
This fact and the relativelv high proportion of new entrants among
women explain why women have a higher unemployment rate than
nien, as well as shorter average duration of unemployment. Higher
than average unemployment rates for teenagers (a large proportion
of whom are students) and for the age class 20 to 24 also have
“legitimate” explanations.

All this is true and relevant to the problem. But it remains true
also that more individuals suffer long-term joblessness in an economy
with 5 percent unemployment than in one with 4 percent unemploy-
ment, and that this poses hardships for some whose interests policy
makers will not in fact neglect. Any policy maker talking himself into
the mood that he will persist in neglecting this aspect of the problem
is insincere with himself.

Hence, while most official statements on employment policy
emphasize the relatively small hardship component of the present
rate of unemplovment, it nevertheless is a fact that in the period in
which excessive momentum was built into the economy most of them
also expressed the judgment that enough expansion showid and
would be generated to reduce the overall unemployment rate well
below 5 percent. A remarkable corollary to this, a giveaway as
concerns a wavering condition of mind, is the emphasis of officials on
the so-called full-employment budget—iwith the implication that what

167




WILLIAM FLIENIR

*really matters s the relationship between budgetary outlay  and
revenue ab a4 percent unemployment rate. Such a position has
a number of built-in contradictions, It is time to recognize clearly
that the exercise of defining emplovment rate objectives without
regard to the specific rates and then of trying to achieve am-
bitious goals by expansionary monetary and fiscal policy is prac-
tically certain to be a self-defeating wav to deal with our social
problems. This is a method leading, after a brief detour over a
signiticantly inflationary period, to unnecessarily high unemployment
levels, to insufficient profitability of investment, and to a low level
of business activity.

It mav not be too late to correct the overheating that has
resulted from failure to develop a firm attitude to these matters. It
may be too late to achieve this without risking a mild setback, but
not too late to achieve it without causing a severe recession.

Conclusion

Some points bear repetition. Under pressure our policy makers have
acted as if employment policy goals—mainly these goals—justified a
degree of monetary-fiscal ease leading to overexpansion. Today,
capacity utilization rates are very high in a large number of indus-
tries and unemployment rates for many important labor categories
are near those observable in the mid-siaties when inflationary short-
ages started causing long-lasting trouble. Special difficulties originat-
ing in the raw materials sector—most of which will prove temporary
unless they come to affect the trend in unit labor cost—have further
complicated matters, Had it not been for these special difficulties and
for the rapidity with which we have been moving, overexpansion
would have become observable at a slightly later stage—but only
slightly later.

Whether or not the policy of restraint advocated in this paper
would lead to a cyclical setback early in 1974, or possibly even toward
the end of 1973, cannot be predicted with assurance. It could avoid
any noteworthy setback if awareness of the restraints among unions
and employers prevented the perpetuation of “temporary” price
pressures via steep wage trends. At any rate, a policy of ease—one
that is willing to generate enough effective demand to finance the
price trends corresponding to steeply inflationary cost trends at high
activity levels—-would involve very much more serious dangers. Such
a policy would result in a somewhat delayed but all the more severe
cyclical contraction.
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Appendix: The Controversy about ""Neo-Keynesianism”
and "“"Monetarism”

A discussion of the ettects ot policies of expansion and of restraint
needs to move in an analvtical tramework. For the purpose of the
analysis presented in this study it made sense to use a framework
placing a somewhat one-sided emphasis on the role of the money
supply, though such - framework has major weaknesses as do all
relatively simple tools which are readilv usable in ad hoc policy
making. These statements require ¢larification.

Any logically appealing general analvtical framework is too com-
plex to be emploved when, in a situation such as the present, guid-
ance is sought for prompt decisions. An appealing general framework
would have to leave a momber of possibilitics open, in the sense of
making the outcome in these regards dependent on a large number of
variables about the etfects of which not enough is known. For the
present purpose three such possibilities will be distingvished. The
second of these 1s of interest mainly because it needs to be understood
“on the wav to the third.”

(1) In connection with the tirst possibility the hey statement to
be formulated is that the expansionary effect of an increased money
supply on money income muy depend onwhether the public’s demand
tor money balances per wmit of income increases merely slightly or
very greatly when the money rate of interest is lowered, If, for
example, the monetary authorities increase the money stock by acquir-
ing part of a given quantity of government securities, they thereby
may lower the money rate of interest on these. The result will then
be that the public will spend only purt of its additional money on the
acquisition of private securities and goods, because it will also increase
its monev-holdings per unit of income at the lower interest rates.
At these lower rates liquidity is less costly; and having increased the
weight of privately issued securities in their portfolios, the owners of
assets will want to hold a larger quantity of money per unit of their
income. By this reasoning we may conclude that even if the Federal
Reserve increases the money supply by buying privately issued secu-
rities, interest rates on these will be lowered, the public will want to
hold more money per unit of its income, and hence it will not increase
its expenditures by the full money-equivalent of the securities that the
monetary authority has removed from private ownership.

\By the same type of reasoning we would conclude that if the
government issues additional government securities and the money
supply is not enlarged, interest rates will increase, and liquidity will
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hecome more costly. Having increased the weight of government
securities in their portfolios, the owners of assets will want to hold
a smaller quantity of money per unit of income at the higher interest
rate. Hence fiscal policy may raise the total amount of expenditures—
public plus private expenditures—for any given stock of money.
So much for the “first possibility.”

(2) In connection with the second possibility, to be explored
mainly to prepare the ground for the third, the kcy statement is that
the cxpansionary effect of an increased money supply on money
income may not depend importantly on how the public's demand for
money balawces per unit of income is influenced by changes in the
money rate of inferest,

We naw consider the possibility that the interest-rate effects of
money-creating operations of the Federal Reserve (or the interest-
effects of the Treasury’s security floatings) last only for a short
transition period during which the public decides what to buy with
the additional money it has acquired (or what purchases to forgo
because of having spent more money on government securities). If
government securitics arc removed from the public’s portiolio by
means of the money-creating operations of the Federal Reserve, the
amounts that the public obtains for these securities will be fully
spent for privately issued securities and for commodities. Money-
creating activities of the Federal Reserve by means of the purchase of
privately issued securities would also lead with a short lag to the
purchase of an equivalent quantity of newly issued securities and
additional goods. This is not because the public’s demand for money
per unit of its income twould remain unaffected by changes in the
money rate of iuterest but rather because, given the publics price
expectations, the money rate of interest docs not change. The money
rate does not depend on the supply of nioney {bxcept for an interest-
rate effect during a brief period of transition). Assuming given price
expectations—an assumption that will be relaxed in the discussion of
our third possibility—and disregarding a brief period of transition
during which the interest rate is influenced by changes in the money
supply, the rate is determined by the productivity of investment.

For this same reason the issu nce of additional government
securities at a given money supply will not raise the money rate of
interest for more than a brief transition period. Hence this policy
will result not in decreased money holdings per unit of income Hut
in lesser outlays on private securities and on goods. The sum of
government and of private spending will remain unchanged, given
the money supply.
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The conclusion under our second possibility is that, by increasing
the money supply, we may bring about an increase in money income
at a constant money rate of interest, and without changing the ratio
of the increased money stolk to spending and to income.  Fiscal
operations that are not supplemented by monetary operations will,
on the other hand, have no important cffect on total spending and
income, except during a transition period. If fiscal operations are
supplemented by changes in the money supply, then the observed
results—except those of a relatively brief period of transition—are
attributable to the monetary and not to the fiscal part of the joint
operation. So much for the second possibility.

(3) Thirdly, the possibility exists that the propositions in (2),
including the italicized koy statoment, prove valid with the addition
and modification to be expressed in (a) and (b):

(a) What is determined by the productivity of investment and
what, aside from a brief transition period, remains unaffected by a
change in the money supply is not the money rate but the real rate
ot interest, obtained by deducting from the money rate the expected
rate of price increase (or adding the expected rate of price decrease).

(b) By increasing the supply of money, policy makers may well
steepen inflationary expectations—thereby raising money expendi-
tures all the more. In view of (aj, this implies that expansionary
monetary policy may well raise the money rate of interest. This, of
course, is in particularly sharp contrast to the first of our threc
possibilitios.

In all three vases, it should be borne in mind that an increase in
the money supply is apt to become associated with a smaller increase
in real income (or oulput) than in money income, because of the
increase in the price level occurring when money income expands.
Furthermore, it should be added that, in the event of fixed exchange
rates, none of these possibilities have much relevance to a small and
open economy. This is true because if the money supply is increased
in such an cconomy alone, then most of the addition to the supply
flows over into other economies at an approximately unchanging
money rate of interest. But the United States has, of course, a very
large economy. And it does not at present have fixed exchange rates.

An analytical framework claiming ‘“‘general validity” should
allow for all three possibilities set forth above. If we had sufficient
knowledge of the workings of our economies, we should be able to
relate the probability of these alternative outcomes to specified
economic variables. The present state of knowledge is insufficient
for handing to policy makers a useful formal model of this sort.
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Hence, after a largely intuitive or “casual” appraisal of various
factors, we need to simplify the analysis by plaung the emphasis on
one or the other of these possibilities.

The framework usually labelled neo-Keynesian and that usually
described as quantity-theoretical (sometimes also as ““monetarist”)
represent such simplifications.  The neo-Keynesian  simplification
places the emphasis on the first of our three possibilities and the
quantity-theoretical on the sccond or the third, mostly attributing
considerable importance to the third possibility. 1t follows that a
general analytical system that would allow for all three possibilities
can be obtained by introducing additional elements cither into a
so-called neo-Keynesian or into a quantity-theoretical (monetarist)
framework. A system thus obtained could not legitimately carry
either of these labels. Indeed, it is questionable how good these
conventional labels are even for describing the simplified frameworks,
but in this regard it seems best to follow the ruling conventions.

An explanation is given in the text of why, for the specific
purpose of this analysis, it seemed appropriate to bear primarily the
second and the third possibilities in mind.
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